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REVENUE PROVISIONS IN PRESIDENT’S
FISCAL YEAR 2000 BUDGET

WEDNESDAY, MARCH 10, 1999

HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
Washington, DC.
The Committee met, pursuant to notice, at 11:30 a.m., in room
1100, Longworth House Office Building, Hon. Bill Archer (Chair-
man of the Committee) presiding.
[The advisories announcing the hearing follow:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

FOR IMMEDIATE RELEASE CONTACT: (202) 225-1721
February 18, 1999
No. FC-7

Archer Announces Hearing on
Revenue Provisions in President’s
Fiscal Year 2000 Budget

Congressman Bill Archer (R-TX), Chairman of the Committee on Ways and
Means, today announced that the Committee will hold a hearing on revenue provi-
sions in President Clinton’s fiscal year 2000 budget proposals. The hearing will take
place on Wednesday, March 10, 1999, in the main Committee hearing room, 1100
Longworth House Office Building, beginning at 10:00 a.m.

Oral testimony at this hearing will be from both the U.S. Department of the
Treasury and public witnesses. Any individual or organization not scheduled for an
oral appearance may submit a written statement for consideration by the Commit-
tee or for inclusion in the printed record of the hearing.

BACKGROUND:

On February 1, President Clinton submitted his fiscal year 2000 budget to the
Congress. This budget submission contains numerous revenue provisions; some of
these were included in previous budget submissions, but many are new. Among the
new items in the budget are several general and specific provisions intended to ad-
dress corporate tax shelters. The hearing will give the Committee the opportunity
to consider carefully these revenue initiatives.

In announcing the hearing, Chairman Archer stated: “I am disappointed that the
President provides no meaningful tax relief in his budget for Americans, caught in
the tax trap, who are working more and paying even higher taxes. Instead, his
budget contains 81 provisions to increase taxes by more than $82 billion over the
next five years. At a time when the Federal Government is collecting more taxes
than it needs, the President should not be asking the Congress to adopt proposals
that would further increase the tax burden on the American people.”

FOCUS OF THE HEARING:

The Committee will focus on the revenue proposals contained in President Clin-
ton’s fiscal year 2000 budget. With respect to the Administration’s tax shelter pro-
posals, the Committee invites additional or alternative suggestions to constrain in-
appropriate corporate tax sheltering activity without impeding legitimate business
transactions.

DETAILS FOR SUBMISSIONS OF REQUESTS TO BE HEARD:

Requests to be heard at the hearing must be made by telephone to Traci Altman
or Pete Davila at (202) 225-1721 no later than the close of business, Friday, Feb-
ruary 26, 1999. The telephone request should be followed by a formal written re-
quest to A.L. Singleton, Chief of Staff, Committee on Ways and Means, U.S. House
of Representatives, 1102 Longworth House Office Building, Washington, D.C. 20515.
The staff of the Committee will notify by telephone those scheduled to appear as
soon as possible after the filing deadline. Any questions concerning a scheduled ap-
pearance should be directed to the Committee on staff at (202) 225-1721.



In view of the limited time available to hear witnesses, the Committee may not
be able to accommodate all requests to be heard. Those persons and organizations
not scheduled for an oral appearance are encouraged to submit written statements
for the record of the hearing. All persons requesting to be heard, whether they are
scheduled for oral testimony or not, will be notified as soon as possible after the fil-
ing deadline.

Witnesses scheduled to present oral testimony are required to summarize briefly
their written statements in no more than five minutes. THE FIVE-MINUTE RULE
WILL BE STRICTLY ENFORCED. The full written statement of each witness will
be included in the printed record, in accordance with House Rules.

In order to assure the most productive use of the limited amount of time available
to question witnesses, all witnesses scheduled to appear before the Committee are
required to submit 300 copies, along with an IBM compatible 3.5-inch diskette in
WordPerfect 5.1 format, of their prepared statement for review by Members prior
to the hearing. Testimony should arrive at the Committee office, room 1102 Long-
worth House Office Building, no later than March 8, 1999. Failure to do so may re-
sult in the witness being denied the opportunity to testify in person.

WRITTEN STATEMENTS IN LIEU OF PERSONAL APPEARANCE:

Any person or organization wishing to submit a written statement for the printed
record of the hearing should submit six (6) single-spaced copies of their statement,
along with an IBM compatible 3.5-inch diskette in WordPerfect 5.1 format, with
their name, address, and hearing date noted on a label, by the close of business,
Wednesday, March 24, 1999, to A.L. Singleton, Chief of Staff, Committee on Ways
and Means, U.S. House of Representatives, 1102 Longworth House Office Building,
Washington, D.C. 20515. If those filing written statements wish to have their state-
ments distributed to the press and interested public at the hearing, they may de-
liver 200 additional copies for this purpose to the Committee office, room 1102 Long-
worth House Office Building, by close of business the day before the hearing.

FORMATTING REQUIREMENTS:

Each statement presented for printing to the Committee by a witness, any written statement
or exhibit submitted for the printed record or any written comments in response to a request
for written comments must conform to the guidelines listed below. Any statement or exhibit not
in compliance with these guidelines will not be printed, but will be maintained in the Committee
files for review and use by the Committee.

1. All statements and any accompanying exhibits for printing must be submitted on an IBM
compatible 3.5-inch diskette in WordPerfect 5.1 format, typed in single space and may not ex-
ceed a total of 10 pages including attachments. Witnesses are advised that the Committee will
rely on electronic submissions for printing the official hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. A witness appearing at a public hearing, or submitting a statement for the record of a pub-
lic hearing, or submitting written comments in response to a published request for comments
by the Committee, must include on his statement or submission a list of all clients, persons,
or organizations on whose behalf the witness appears.

4. A supplemental sheet must accompany each statement listing the name, company, address,
telephone and fax numbers where the witness or the designated representative may be reached.
This supplemental sheet will not be included in the printed record.

The above restrictions and limitations apply only to material being submitted for printing.
Statements and exhibits or supplementary material submitted solely for distribution to the
Members, the press, and the public during the course of a public hearing may be submitted in
other forms.

Note: All Committee advisories and news releases are available on the World
Wide Web at ‘HTTP:/WWW.HOUSE.GOV/WAYS MEANS/.
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The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—225-1721 or 202-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

#*#%* NOTICE—Change in Time ***

ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

FOR IMMEDIATE RELEASE CONTACT: (202) 225-1721
March 5, 1999
No. FC-7-Revised

Time Change for Full Committee Hearing on
Wednesday, March 10, 1999,
on Revenue Provisions in President’s
Fiscal Year 2000 Budget

Congressman Bill Archer (R-TX), Chairman of the Committee on Ways and
Means, today announced that the full Committee hearing on revenue provisions in
President Clinton’s fiscal year 2000 budget proposals, previously scheduled for
Wednesday, March 10, 1999, at 10:00 a.m., in the main Committee hearing room,
1100 Longworth House Office Building, will begin instead at 11:30 a.m.

All other details for the hearing remain the same. (See full Committee press re-
lease No. FC-7, dated February 18, 1999.)

Chairman ARCHER. The Committee will come to order.

This afternoon’s hearing has been called to review the revenue
proposals contained in President Clinton’s budget for the fiscal year
beginning October 1. A hearty welcome to our guests and to Sec-
retary Lubick. I thank all of you for joining us.

According to the nonpartisan Joint Committee on Taxation, the
White House proposes an $89 billion tax increase over the next 10
years. The budget contains 47 tax reduction proposals totaling $82
billion, but it also includes 75 tax hikes, which raise $172 billion.
The combination of the two is a net $89 billion tax hike.

With a multitrillion dollar surplus projected as far as the eye can
see, it is hard to understand why anyone would want to raise taxes
on any entity or individual in this country. As for the proposed tax
cuts, they most definitely complicate the Code. If you are a non-
smoker who drives a fuel-efficient car from your rooftop solar-
equipped home to your specialized small business investment com-
pany where you work, you get a tax cut.
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However, given how difficult the tax forms are to fill out, I'm not
sure that taxpayers will welcome those ideas. On the other hand,
accountants, tax lawyers, and social engineers will be most happy,
I'm sure.

On the tax side, where they are raised, the budget contains doz-
ens of tax-hike repeats which have already been met with the mas-
sive bipartisan opposition of most Ways and Means Members. In
fact, of the 75 hikes in the budget, 34 provisions worth $132 billion
are old news.

Let’s not go down that road again.

There are, however, some ideas that we will explore. The area of
corporate tax shelters is one field that merits review. I have al-
ready announced my support for a school construction initiative. I
intend to pursue other areas on which we can build common
ground.

On balance, however, this budget would make April 15th a big-
ger headache for the taxpayers. Higher taxes, bigger headaches,
more complexity. I intend to pursue a different course to lower
taxes, to close unintended loopholes and abuses and anachronisms
on the way to a simpler and a fairer code.

And I look forward to working with all Members of the Commit-
tee to get this job done.

[The opening statement follows:]

Statement of Hon. Bill Archer, a Representative in Congress from the State
of Texas

Good morning.

Today’s hearing has been called to review the revenue proposals contained in the
President Clinton’s budget for the fiscal year beginning October 1st, a little less
than seven months away.

Welcome to our guests and to Secretary Lubick. Thank you for joining us.

According to the non-partisan Joint Committee on Taxation, the White House pro-
poses an $89 billion tax increase over the next ten years. The budget contains forty-
seven tax reduction proposals worth $82.1 billion, but it also includes seventy-five
tax hikes which raise $171.8 billion. The combination of the two is the $89 billion
tax hike.

With a multi-trillion dollar surplus projected as far as the eye can see, it’s hard
to understand why anybody would want to raise taxes on anyone.

As for the proposed tax cuts, they sure complicate the code. If you're a non-smok-
er, who drives a fuel-efficient car from your rooftop solar-equipped home to your spe-
cialized small business investment company where you work, you get a tax cut.
However, given how difficult the tax forms are to fill out, I'm not sure that tax-
payers will welcome these ideas. On the other hand, accountants, tax lawyers, and
social engineers will find much to approve.

On the tax hike side, the budget contains dozens of tax hike repeats which have
already met with the massive bipartisan opposition of most Ways and Means mem-
bers. In fact, of the seventy-five tax hikes in the budget, 34 provisions worth $132
billion are old news. Let’s not go down that road again.

There are, however, some ideas we will explore. The area of corporate tax shelters
is one field which merits review. I have already announced my support for a school
construction initiative. I intend to pursue other areas on which we can build com-
mon ground.

On balance however, this budget would make April 15th a bigger headache for
the taxpayers. Higher taxes, bigger headaches, more complexity...I intend to pursue
a different course to lower taxes, to close legitimate loopholes and anachronisms, on
the way to a simpler, fairer code.

I look forward to working with all Members of the Committee to get the job done.



Chairman ARCHER. I yield to the other gentleman from Texas on
the Committee for any statement he might like to make in behalf
of the Minority.

Mr. DOGGETT. Thank you, Mr. Chairman. I am ready to move
onto the hearing.

Chairman ARCHER. All right. We will commence then with our
first witness, who is one of our colleagues, our friend and Member
Bob Etheridge from North Carolina. Congressman Etheridge, we
are happy to have you before us. We would encourage you to limit
your verbal presentation to 5 minutes, and without objection, your
entire printed statement will be inserted in the record.

So you may proceed.

STATEMENT OF HON. BOB ETHERIDGE, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF NORTH CAROLINA

Mr. ETHERIDGE. Thank you, Mr. Chairman. And I want to thank
you and Ranking Member Rangel and the other Members of the
Committee for allowing me this opportunity this afternoon. I do ap-
preciate your courtesies of giving me the opportunity to present my
views on the revenue provisions of the President’s proposal fiscal
year 2000 budget. And as you have just said, I understand you are
going to adhere to the 5-minute rule, and I am going to try stick
to it and move very quickly.

So I am going to focus my portion of the testimony this afternoon
on the President’s revenue proposals regarding school construction
and modernization. And it is an issue that at the same time is near
and dear to my heart and certainly is important to my district in
North Carolina because, as you know, prior to my election to the
people’s House, I had served 8 years, which is two terms, as the
elected State superintendent in my State. Prior to that I had the
distinct privilege of spending 10 years in the State House, where
I chaired the appropriations Committee for 4 years. And prior to
that, I was a county commissioner for 4 years, for 2 years of which
I had been chair.

So throughout my political career, I have been involved in this
issue of building schools and helping improve the quality of edu-
cation for all of our children. And it is important to all of us.

Across America today, there are 53 million children attending
school. Too many of these children are not being educated in the
kind of quality, well-equipped facilities where discipline and order
foster academic achievement.

For many years, our Nation’s school children have gone to classes
in trailers, in closets, overstuffed and rundown classrooms. The
nonpartisan General Accounting Office has determined that there
exists somewhere in the neighborhood of $112 billion in school con-
struction needs in America right now. That does not measure the
impact of enrollment growth.

We now have more children in our public schools than at any
time in our Nation’s history, including the height of the baby boom.
As the children of the baby boomers themselves now begin to reach
school age, the resulting baby-boom echo is putting tremendous
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pressure on our educational facilities in every State and in every
community.

That is why the administration’s proposal, sponsored in the
House by my friend Mr. Rangel, is critically needed as a policy in-
novation for the dawn of the new millennium. The Rangel School
Modernization Act will utilize the resources of the Federal Govern-
ment to leverage investments that localities across the country are
struggling to make to modernize their school infrastructure.

The Rangel bill, of which I am a strong supporter and an original
cosponsor, will provide Federal tax credits to bond holders to fi-
nance approximately $22 billion in school construction bonds across
America. The bonds under this bill will be allocated among the
States on an income-formula basis and to the largest school dis-
tricts whose aging infrastructure presents a serious need for school
modernization.

In my district, the problem is somewhat different. Communities
throughout the Second District in North Carolina are growing by
leaps and bounds, and our schools are bursting at the seams. Local
community leaders are scrambling to find creative solutions to the
problem of explosive growth, and they need our help, and they need
it now.

For example, just this past week, I visited Wake Forest-Rolesville
High School in Wake County, which is one of the larger counties
in my district. There teachers and students are struggling mightily
against the constraints of overcrowding to achieve the shared goal
of quality education. But in Wake County, we are adding anywhere
from 3,500 to 4,500 students per year to a school system that is
really hurting.

The county has grown by more than 33.8 percent since 1990, and
counties throughout my district have grown by anywhere from 20
to 30 percent. These localities simply do not have the means to
build schools fast enough to have first-class facilities.

To complement the Rangel bill, I have written and introduced
H.R. 996, the Etheridge School Construction Act, which will pro-
vide tax credits to leverage $7.2 billion in school construction bonds
for localities suffering from the ill effects of burdensome growth.

I am proud that this bill has 67 cosponsors, many of whom, Mr.
Chairman, are on this Committee. And I invite other Members to
join me.

For example, Texas qualifies for $840 million under H.R. 996,
and I ask permission to submit the entire list for the record.

Chairman ARCHER. Without objection, so ordered.

Mr. ETHERIDGE. In conclusion, there is no reason why school con-
struction should be a partisan issue. Indeed, I would argue that our
children’s future is the last thing that should be left to the mercy
of partisan politics.

Earlier this century, the men and women who have been called
the greatest generation came home from World War II and put
their shoulders to the wheel, built schools, gave us the kind of
economy we are now enjoying. We have the opportunity, Mr. Chair-
man, to do the same.

Now we have a chance, as we move to the 21st century and
emerge from the cold war to make the new millennium a millen-
nium of education for all children.
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[The prepared statement and attachment follow:]

Statement of Hon. Bob Etheridge, a Representative in Congress from the
State of North Carolina

Thank you Mr. Chairman, Ranking Democrat, my good friend Charlie Rangel, and
all the committee Members for allowing me to testify here this morning.

I appreciate your courtesy of giving me the opportunity to present my views on
the revenue provisions of the President’s proposed Fiscal Year 2000 budget. I under-
stand the five-minute rule will be strictly enforced, and therefore I would like to
focus my testimony on the President’s revenue proposal regarding school construc-
tion and modernization. It is an issue that is at the same time near and dear to
my heart and absolutely critical to the Congressional District I represent.

Prior to my election to the People’s House in 1996, I served eight years as the
two-term North Carolina Superintendent of public schools, which is a statewide
elected position in my state. Earlier, I had served in the state legislature as the
chairman of the Appropriations Committee and on the county commission in my
home of Harnett County. So I have a rather unique perspective as someone who has
struggled with this issue at each of the different levels of government. Throughout
my years in public office, building schools and improving education for our children
has been my life’s work.

Across the country today, there are 53 million children attending school in Ameri-
ca’s classrooms. Far too many of these children are not being educated in modern,
well-equipped facilities where discipline and order foster academic achievement. For
many of our nation’s schoolchildren, class is being taught in a trailer or in a closet
or in an overstuffed or run-down classroom. The nonpartisan Government Account-
ing Office has determined there exists nationwide $112 billion in school construction
needs just to accommodate today’s enrollment levels.

We now have more children in our public schools than at any time in our nation’s
history, including the height of the Baby Boom. As the children of the Baby
Boomers themselves now begin to reach school age, the resulting “Baby Boom Echo”
is putting tremendous pressure on our educational facilities.

This is why the Administration’s proposal, sponsored in the House by my good
friend Mr. Rangel, is a critically needed policy innovation for the dawn of the next
century. The Rangel School Modernization Act will utilize the resources of the fed-
eral government to leverage investments that localities across the country are strug-
gling to make to modernize their school infrastructure. The Rangel bill, of which I
am a strong supporter and an original cosponsor, will provide federal tax credits to
bond holders to finance $22 billion in school construction bonds throughout the
country. The bonds under the Rangel bill will be allocated among the states on an
income-based formula and to the largest school districts where aging infrastructure
presents a serious need for school modernization.

In my district, the problem is somewhat different. Communities throughout the
Second Congressional District are growing by leaps and bounds, and our schools are
bursting at the seams. Local community leaders a scrambling to find creative solu-
tions to the problem of explosive growth, and they need our help.

For example, earlier this week, I visited Wake Forest-Rolesville High School in
Wake County in my district. There the teachers and students are struggling might-
ily against the constraints of overcrowding to achieve the shared goal of quality edu-
cation. But in Wake County, we are adding 3500 to 4500 students per year to the
school system. The county has grown by more than 29.4 percent since 1990, and
counties throughout my district have experienced growth of 20 to 30 percent. These
localities simply do not have the means to build the schools fast enough to provide
this generation of schoolchildren a first-class education.

To complement the Rangel bill, I have written and introduced H.R. 996, the
Etheridge School Construction Act, which will provide tax credits for $7.2 billion in
school construction bonds for localities suffering the ill effects of boundless growth.
I am proud to have Mr. Rangel and a number of my colleagues from this committee
among the bill’s 67 cosponsors, and I invite all the Members of the committee to
sign on to H.R. 996. I have here a list that may interest you. These are the alloca-
tion amounts of what the individual states would get from my bill. For example,
Texas qualifies for $840 million under H.R. 996. I ask permission to submit the en-
tire list for the record.

In conclusion, there is no reason why school construction should be a partisan
issue. Indeed, I would argue that our children’s future is the last thing that should
be left to the mercy of partisan politics. Earlier this century, the men and women
who have been called “The Greatest Generation,” resolved after winning World War
IT to invest in children and in the education of those children. That collective deci-
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sion ushered in an era of economic prosperity, relative international peace and
human progress that is unrivaled in the history of God’s creation. We are the direct
beneficiaries of that foresight, commitment and investment. As we emerge from the
Cold War and enter a new millenium, I challenge this committee and this Congress
to exercise the same patriotic devotion to our duty to provide for stronger future
generations by coming together across party lines to pass common sense, visionary
legislation like the Rangel School Modernization Act and the Etheridge School Con-
struction Act.
Thank you, Mr. Chairman. I would be happy to answer any questions.
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Congress of the WUnited States
Ibouge of Wepregentatives
TWaghington, DL 20515
February 24, 1999

The Honorable Bill Archer The Honorable Charles Rangel
Chairman Ranking Member

Committee on Ways-and Means Committee on Ways and Means
1102 Longworth HOB 2354 Rayburn HOB
Washington, DC 20515 Washington, DC 20515

Dear Gentlemen:

We are concerned about a proposal included in the President’s budget which would
impose a tax on the investment income of associations exempt from tax under section 501 (c)(6)
of the Internal Revenue Code.

Under the Administration’s plan, the first $10,000 that an association earns from interest,
dividends, capital gains, rents and royalties would not be taxed. However, all income earned
over $10, 000 would be subject to the unrelated business income tax (UBIT).

Contrary to assertions made by the Administration, this proposal will effect thousands of
small and mid-sized trade associations and professional societies exempt under 501(c)(6).
According to the American Society of Association Executives’s Operating Ratio Report, most
associations with annual operating budgets of as low as $200,000 or more will be taxed on the
income they receive from interest, dividends, capital gains, rents and royalties, under this tax. As
many as 70,000 associations nationwide could be effected by this proposal.

Associations rely on this targeted income to carry out exempt-status related activities
such as training, standard-setting, as well as providing statistical data and community services.

Without associations performing these activities, the government would be forced to step in.

We ask that you please oppose this proposal that would place a tremendous tax burden on
501(c)(6) trade and professional associations.

Sincerely,

LN U (Jothins

J /

PRINTED ON RECYCLED PAPER
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Page 2

Chairman ARCHER. Thank you, Congressman Etheridge. Are
there any questions for Congressman Etheridge? Mr. Weller.
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Mr. WELLER. Thank you, Mr. Chairman. And Mr. Etheridge, I
welcome you to the Committee and glad you are here today.

Mr. ETHERIDGE. Thank you, Mr. Weller.

Mr. WELLER. Also want to point out, of course, you are talking
today of course about school construction, and that is not really a
partisan issue, as you point out. Both Chairman Archer and a
number of Republicans have initiated school construction initia-
tives.

I know Representative Dunn and I have a tax simplification
package, and we set aside $3 billion for school construction in our
package. So I think clearly there is a bipartisan agreement that we
want to do something. And, of course, the mechanics of doing that
will be part of the process this year.

I think I would also like to point, as you note, education is impor-
tant. And this Committee has made education pretty important
here. We provided this year around April 15th there will be hun-
dreds of thousands, if not millions, of Americans who will be taking
advantage of the student loan interest deduction, a thousand-dollar
deduction, that they will have thanks to this Committee, which en-
acted in the last couple of years.

And also education savings accounts for those who want to save
for their children. There is more we need to do but

You know, the issue today before this Committee is the over $170
billion in tax increases that the administration has proposed. And
from your point of view, of course, the administration has proposed,
I think, about $176 billion in tax hikes as part of their budget to
pay for school construction. And there are other initiatives they dis-
cuss in the budget.

And I was wondering, what are your thoughts about the $176 bil-
lion in tax hikes that are in the administration’s budget? Do you
support those?

Mr. ETHERIDGE. Well, let me say I appreciate what this Commit-
tee has done. What you did last year, and what we all voted on to
make education available for children who go to the universities be-
cause that is important.

Today, I am talking about those who want to get their start and
make sure they show up at a school in a quality environment to
learn because there are communities, even though they have cer-
tain resources, and they are taxed to the extent and in many cases
they can’t meet those needs. So I think we have a chance, at the
Federal level now, to form a partnership, not unlike what we have
done in so many other areas when we have the resources to do it.

The whole issue of tax increases and tax reductions are issues
that we all have to come together and work and jointly decide
whether or not they fit our priorities.

But I happen to believe the issue of opportunities for children are
opportunities we have a chance to claim and deal with.

Mr. WELLER. Reclaiming my time, Representative. I think we
agree. As I stated earlier, education is a priority, and in the admin-
istration’s budget they propose $176 billion in tax increases, new
taxes, on products important to your State and others. And I was
just wondering, do you support—can you pick out one or two you
think to be appropriate pay-fors to pay for the administration’s
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school construction budget, something you think is an appropriate
offset, something you would recommend.

Mr. ETHERIDGE. I have listed offsets in the proposal, Mr. Weller,
that I laid out. There are definite proposals in there. There is one
tax that I will not support, and I have already made public that.
And that is another increase in the cigarette tax because that has
a definite impact directly on my district.

Mr. WELLER. That is about a third of the President’s tax hike.

Mr. ETHERIDGE. Not sure what that number is.

Mr. WELLER. The President also proposes as part of his pay-fors
for his budget, about $9 billion in Medicare cuts to our local hos-
pitals and 5140 million in new taxes on our health-care providers.
Do you feel those are appropriate pay-fors for a school construction
initiative?

Mr. ETHERIDGE. Well, I didn’t list any of those, I would say, in
my proposal. Those proposals, they will have to be decided before
any Committee. But the ones I laid out have nothing to do with
Medicare and Medicare issues.

Mr. WELLER. So then you oppose the President’s cuts in Medicare
reimbursements to hospitals and oppose the administration’s tax
increase.

Mr. ETHERIDGE. And I can assure you, my hospitals are not
happy with it either.

Mr. WELLER. All right. Well thank you, Representative.

Chairman ARCHER. If there are no further questions for Con-
gressman Etheridge, we thank you for your appearance and for
your presentation.

Mr. ETHERIDGE. Thank you, sir.

Chairman ARCHER. Our next witness is Assistant Secretary of
the Treasury, Hon. Don Lubick, who is no stranger to our Commit-
tee. We are happy to have you with us today, and pleased to re-
ceive your verbal testimony. Without objection, your entire printed
statement, will be inserted in the record.

Welcome, you may proceed.

STATEMENT OF HON. DONALD C. LUBICK, ASSISTANT SEC-
RETARY, TAX POLICY, U.S. DEPARTMENT OF THE TREASURY;
ACCOMPANIED BY HON. JONATHAN TALISMAN, DEPUTY AS-
SISTANT SECRETARY, TAX POLICY

Mr. LuBick. Thank you, Mr. Chairman. I appreciate as usual
the

Chairman ARCHER. Mr. Lubick, if I may, I should have also in-
troduced and welcomed Jonathan Talisman, who is the Deputy As-
sistant Secretary for Tax Policy with the Treasury. We are happy
to have you with us today too.

Mr. TALISMAN. Thank you, Mr. Chairman.

Chairman ARCHER. All right, Mr. Lubick.

Mr. LUBICK. As you have noted, Mr. Chairman, there is a lot of
baggage that we are carrying. So it takes two of us. [Laughter.]

I always appreciate the rather kind treatment that I get here,
even though I know occasionally you may disagree with something
that I advocate. So appreciate that as well. And it goes for all the
Members of the Committee.
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I would like to address today the revenue provisions included in
the President’s Fiscal 2000 budget.

The Nation has moved from an era of large annual budget defi-
cits to an era of budget surpluses, which are projected to continue
for many, many years. This has resulted from the fiscal policy of
the last 6 years, the economy it helped produce, and the ongoing
interaction between the two.

Rather than facing an annual requirement to reduce the deficit,
we now have before us the opportunity to face the serious chal-
lenges for generations to come by making wise policy choices. These
challenges lie primarily in the area of the economic and fiscal pres-
sures created by the retirement baby-boom generation. Meeting
those challenges is exactly what the President’s budget does.

The core of the budget is fiscal discipline and thereby increased
national savings in order to promote continuing economic growth
and retirement security in the years ahead.

The President’s proposal is to commit 62 percent of the unified
surplus for the next 15 years to Social Security. This is an infusion
of $2.76 trillion to the trust fund, in addition to the $2.7 trillion
of forecast off-budget surplus generated by payroll taxes in excess
of receipts for the next 15 years, which would go to Social Security
anyway.

The infusion, including increased rates of return from investing
about 20 percent of the 62 percent of the unified surplus in equi-
ties, will extend the predicted period of solvency for the trust fund
from 2032 to 2055. The remaining 20 years to reach 75 years of sol-
vency will require tough decisions to be made jointly by the Presi-
dent and Congress.

An additional 15 percent of the surplus would be allocated to
Medicare, and the President also proposes to devote 12 percent of
the surplus to a program to encourage saving through USA Ac-
counts. The majority of workers would receive an automatic con-
tribution, and in addition, those who make voluntary contributions
could receive a matching contribution to their USA Account.

The matching contribution would be more progressive than cur-
rent tax subsidies for retirement savings, helping most the workers
who most need to increase retirement savings.

By creating a retirement savings program for working Americans
with individual and government contributions, all Americans will
become savers and enjoy a more financially secure retirement.

The remaining 11 percent would be allocated to other priorities,
including defense funding.

Finally, the budget insists that none of the surpluses be used at
all until we have put Social Security on a sound financial footing
for the long term.

I would like to address primarily today the package of about $34
billion in targeted tax reductions, which I would like to summarize
briefly. They include increased funding for education, including tax
credit bond programs totaling $25 billion to spur State and local
government investment in elementary and secondary schools, ex-
pansion of the current law incentive for employer-provided edu-
cational assistance and a number of other items.
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There are measures to make child care affordable by expanding
the current child- and dependent-care credit and by providing a
new employer credit to promote employee child care.

There are provisions to provide tax relief for individuals with
long-term care needs or those who care for others with such needs,
and to workers with disabilities. There are measures to promote
health insurance coverage for employees of small business. There
are incentives to promote the livability and revitalization of urban
and rural communities, a tax credit to attract new capital to busi-
nesses located in low-income communities—expansion of the cur-
rent law—low-income housing credit, and $3.6 billion in tax incen-
tives to promote energy efficiency and reduce greenhouse gases.

There are several provisions to expand and simplify and increase
the portability of retirement savings mechanisms. We have been in
discussions with your Members, Congressmen Portman and
Cardin, to deal with that problem.

We have proposed the extension of a recently enacted provision
that prevents the nonrefundable tax credits, such as the education
credit and the child credits, from being affected by the alternative
minimum tax. I know that is a problem you concerned yourself
with much recently.

And we proposed extenders of several tax provisions, such as the
R&D tax credit, the work opportunity and welfare-to-work credits
and the brownfields expensing program.

And there are also some provisions that would simplify the ad-
ministration of the tax laws.

Mr. Chairman, sound fiscal policy demands that these proposals
be fully funded, so the President’s budget includes a package of
revenue offsets that would fully offset our targeted tax incentives.
Our revenue offsets would curtail corporate tax shelters and close
loopholes in the tax law in the areas of financial products, cor-
porate taxes, pass-through entities, tax accounting, cost recovery,
insurance to exempt organizations, State and gift taxation, and a
number of others.

Let me focus for a moment on proposals in our package that we
believe will curtail significantly the development, marketing, and
purchase of products designed to produce a substantial reduction in
a corporation’s tax liability.

The administration believes that there has been an increase in
the use of corporate tax shelters and is concerned about this pro-
liferation for several reasons. Corporate tax shelters reduce the cor-
porate tax base. Moreover, they erode the integrity of the tax sys-
tem as a whole. The view that large, well-advised corporations can
and do avoid their legal tax liabilities by engaging in transactions
unavailable to most other taxpayers may lead to a perception of un-
fairness and if unabated, may lead to a decrease in voluntary com-
pliance.

Finally, the significant resources used to create, implement, and
defend complex sheltering transactions are better used in more pro-
ductive activities.

To date, most attacks on corporate tax shelters have been tar-
geted at specific transactions and have incurred on an ad hoc,
after-the-fact basis through legislative proposals, administrative
guidance, and litigation.
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At the Treasury Department, a number of actions have been
taken to address corporate tax shelters. We have made legislative
proposals aimed at corporate-owned life insurance, which awaits
action by the Congress, section 357(c) abuses, which has been ad-
vanced in both chambers, and liquidating REITSs, real estate invest-
ment trusts, which were enacted last year.

On the regulatory front, we have issued guidance such as the no-
tice on step-down preferred, fast-paced, slow-pay transactions, and
at litigation, we have won two important cases, ACM, and ASA.

But we often hear that we are only hitting the tip of the iceberg.

Addressing corporate tax shelters on a transaction-by-transaction
ad hoc basis raises certain concerns. First, it is not possible to iden-
tify and address all current and future sheltering transactions.
Taxpayers with an appetite for corporate tax shelters will simply
move from those transactions that are specifically prohibited by the
new legislation to other transactions, the treatment of which is less
specified.

Second, legislating on a piecemeal basis further complicates the
Code, and seemingly calls into question the viability of common-law
tax doctrines such as sham transaction, business purpose, economic
substance, and substance over form.

Finally, using a transactional legislative approach to corporate
tax shelters may embolden some promoters and participants to
rush shelter products to market in the belief that any reactive leg-
islation would be applied only on a prospective basis.

Mr. Chairman, we are gratified by recent statements that you
have made supporting the need to address this problem. I won’t go
further by saying you have committed to anything in particular,
but we are very pleased that you recognize that there is a problem
to be addressed. We also want to thank the Members of this Com-
mittee for addressing specific corporate tax shelters that we or oth-
ers have brought to their attention.

In addition, we are pleased that numerous tax practitioners and
representatives even of Fortune 500 companies have spoken to us
expressing their support for taking action. The administration,
therefore, proposes several remedies to curb the growth of cor-
porate shelters.

First, we propose more general remedies to deter corporations
from entering into any sheltering transactions. These proposals
would disallow any tax benefit created in a corporate tax shelter
and would address common characteristics found in corporate tax
shelters.

In addition, we propose specific remedies for certain transactions
that we have already identified as being used to shelter improperly
corporate income from Federal taxation. Also, all the parties to a
structured transaction under our proposals, would have an incen-
tivtle to assure that the transaction comports with established prin-
ciples.

The Treasury Department recognizes that this more general ap-
proach to corporate tax shelters raises certain concerns. Applying
various substantive and procedural rules to a corporate tax shelter
for a tax-avoidance transaction requires definitions of such terms.
As described in greater detail in our written testimony, the admin-
istration’s proposals define these terms.
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Critics of the proposals have suggested that these definitions are
too broad or may create too much uncertainty and thus may inhibit
otherwise legitimate transactions. The Treasury Department does
not intend to affect any legitimate transaction. Let me state, how-
ever, that the definition we have proposed is similar to existing ar-
ticulations of various judicial doctrines and may be viewed as
largely enforcing the judicially created concept of economic sub-
stance that obtains in under current law.

The definition of corporate tax shelter, as used in our proposals,
is narrower and, therefore, less uncertain than other definitions
and formulations, which are part of our present legal treatment
used in the Code and judicial interpretations of its provisions. We
strike no new ground in defining the nature of tax shelters.

Taxpayers and practitioners have lived with the concepts our
definitions embody, as they have been enunciated by the courts
since the twenties. A measure of uncertainty is not only inevitable
but perhaps desirable to prevent over-aggressive tax-avoidance
scheming.

We ask practitioners to come forward with examples of legiti-
mate tax planning that would be jeopardized by our definition.

Mr. Chairman, Members of the Committee, we will respond and
work with this Committee to refine our definition in a manner that
will protect from penalty any legitimate, normal, course-of-business
transactions. I also want to mention that our budget contains a
number of provisions that would close loopholes in the Code. They
have great merit. They are discussed fully in my prepared remarks,
which I appreciate your including in the record.

In conclusion, Mr. Chairman and Members of the Committee, the
administration looks forward to working with you as you examine
our proposals. We hope that you reach the conclusion that they are
all meritorious, and that this Committee will approve them.

Mr. Talisman and I stand at the ready to attempt to answer any
questions you may have.

[The prepared statement follows:]

Statement of Hon. Donald C. Lubick, Assistant Secretary, Tax Policy, U.S.
Department of the Treasury

Mr. Chairman, Mr. Rangel, and Members of this committee, it is a pleasure to
speak with you today about the President’s FY 2000 budget.

The nation has moved from an era of large annual budget deficits to an era of
budget surpluses for many years to come. This has resulted from the fiscal policy
of the last six years, the economy it helped produce, and the ongoing interaction be-
tween the two. Rather than facing an annual requirement to reduce the deficit, we
now have before us the opportunity to face the serious challenges for generations
to come by making wise policy choices. These challenges lie primarily in the area
of the economic and fiscal pressures created by the retirement of the baby boom gen-
eration. Meeting those challenges is exactly what the President’s budget does. The
core of this budget is fiscal discipline, and thereby increased national savings, in
m}"ldelrd to promote continuing economic growth and retirement security in the years
ahead.

In 1992, the deficit reached a record of $290 billion, the Federal debt had quad-
rupled during the preceding twelve years, and both the deficit and debt were pro-
jected to rise substantially. The deficit binge has left us with publicly held debt of
$3.7 trillion, and an annual debt service requirement that amounts to 15 percent
of the budget. Now however, for the next 15 years, OMB forecasts cumulative uni-
fied surpluses of over $4.85 trillion.

It is important to note that transformation from deficits to surpluses has come
about concurrent with tax burdens on typical working families being at record lows
for recent decades. For a family of four with a median income, the federal income



18

and payroll tax burden is at its lowest level in 21 years, in part because of the child
tax credit enacted in the 1997 balanced budget plan. For a family of four with half
the median income, the income and payroll tax burden is at its lowest level in 31
years, in part because of the 1993 expansion of the Earned Income Tax Credit for
fifteen million families as well as the 1997 enactment of the child tax credit. And
for a family of four with double the median income, the federal income tax burden
is at its lowest level since 1973. While overall tax revenues have risen as a percent-
age of GDP, that is in part because higher income individuals have had large in-
creases in incomes, resulting from, among other things, bonuses based on high stock
prices and increased realizations of capital gains, and in part because of increased
corporate earnings.

The President’s proposal is to commit 62 percent of the unified surplus for the
next 15 years to Social Security. This is an infusion of $2.8 trillion to the trust fund
in addition to the $2.7 trillion of forecast off-budget surpluses generated by payroll
taxes in excess of benefit payments. This infusion, including increased rates of re-
turn from investing one-fifth of the 62 percent of the unified surplus in equities, will
push back the date of trust fund exhaustion from 2032 to 2055. Closing the remain-
ing gap and thus assuring solvency over 75 years will require tough decisions to be
made jointly by the President and Congress.

An additional 15 percent of the surplus would be allocated to Medicare. The Presi-
dent also proposes to devote 12 percent of the unified surplus to establishing a new
system of Universal Savings Accounts. These accounts would provide a tax credit
to millions of American workers to help them save for their retirement. A majority
of workers could receive an automatic contribution. In addition, those who make vol-
untary contributions could receive a matching contribution to their USA account.
The matching contribution would be more progressive than current tax subsidies for
retirement savings—helping most the workers who most need to increase retirement
savings. By creating a retirement savings program for working Americans with indi-
vidual and government contributions, all Americans will become savers and enjoy
a more financially secure retirement.

The remaining 11 percent would be allocated to other priorities, including in-
creased defense spending. Finally, the budget insists that none of the surpluses be
used at all until we have put Social Security on sound financial footing for the long-
term.

When President Clinton was elected, publicly held debt equaled 50 percent of
GDP. As a result of the President’s plan, by 2014, publicly held debt will decline
to about 7 percent of GDP. This reduction in debt will have three effects. First, the
government will not have to refinance as much federal debt and thereby will con-
sume less of national savings, thus making capital more readily available to the pri-
vate sector. That, in turn, will reduce interest rates and increase confidence in the
economy, increasing economic growth, job creation and standards of living. Second,
debt service costs will decline dramatically. When the President came into office
debt service costs of the federal government in 2014 were projected to constitute 27
percent of the federal budget. Under the President’s proposal, and because of the
progress we have made to date, we estimate the debt service costs will be 2 percent
of the federal budget in 2014. Third, the decrease in debt means the federal govern-
ment will have a greatly improved capacity to access external capital should the
need arise.

This is not the time, with the economy running so well, for major tax cuts that
are not offset by other measures. Public debt reduction is an opportunity that we
should not squander, and it will reap broader and more permanent economic pros-
perity than any tax cut could. Public debt reduction has many of the economic ef-
fects of a tax cut, but maintains the fiscal discipline necessary to meet future chal-
lenges. It is the only responsible course to take.

Targeted incentives

Thus, the President’s Budget also proposes a fully funded package of about $34
billion in targeted tax reductions, including provisions to rebuild the nation’s
schools, make child and health care more affordable, revitalize communities, provide
incentives for energy efficiency, promote retirement savings, provide for tax sim-
plification, and extend expiring provisions.

More specifically, to enhance productivity and maintain our country’s competitive
position in the years ahead, and to provide relief for working families, the Adminis-
tration proposes:

¢ increased funding for education, including tax credit bond programs totaling
$25 billion to spur State and local government investment in elementary and sec-
ondary schools, expansion of the current-law tax incentive for employer-provided
educational assistance, simplification and expansion of the deduction allowed for
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student loan interest payments, tax-free treatment for certain education awards,
and a tax credit for certain workplace literacy and basic education programs;

¢ measures to make child care more affordable, by expanding the current-law
child and dependent care tax credit and by providing a new employer credit to pro-
mote employee child care;

» providing tax relief (in the form of a $1,000 credit) to individuals with long-term
care needs, or who care for others with such needs, and to workers with disabilities;

* measures to promote health insurance coverage for employees of small busi-
nesses;

* incentives to promote the livability and revitalization of urban and rural com-
munities, including a tax credit bond program totaling $9.5 billion to help States
and local governments finance environmental projects, a tax credit to attract new
capital to businesses located in low-income communities, expansion of the current-
law low-income housing tax credit program, and $3.6 billion in tax incentives to pro-
mote energy efficiency and reduce greenhouse gases;

« several provisions to expand, simplify, and increase the portability of retirement
savings mechanisms, and to make it easier for individuals to save for retirement on
their own; and

« extension of a recently enacted provision that allows individuals to claim non-
refundable tax credits—such as the education credits and the $500 child credit—
without being affected by the alternative minimum tax; and

« extension of several tax provisions that are scheduled to expire, including the
R&E tax credit, work opportunity and welfare-to-work tax credits, and the so-called
“brownfields” expensing provision.

The President’s plan also includes a package of provisions that would simplify the
administration of the Federal tax laws.

The following is a more detailed summary of the tax incentive provisions included
in the President’s plan.

1. MAKE HEALTH CARE MORE AFFORDABLE

Long-term care and disabled workers credits.—Deductions available under current
law for long-term care and work-related impairment expenses do not benefit tax-
payers who claim the standard deduction and, even if a taxpayer itemizes deduc-
tions, do not cover all formal and informal costs of providing assistance to individ-
uals with long-term care needs or to disabled individuals who work. In recognition
of such formal and informal long-term care costs and their effect on a taxpayer’s
ability to pay taxes, the President’s plan would allow taxpayers to claim a new long-
term care credit of $1,000 if the taxpayer, a spouse, or an individual receiving sup-
port from (or residing with) the taxpayer has “long-term care needs.” An individual
generally would have “long-term care needs” if unable for at least six months to per-
form at least three activities of daily living without substantial assistance from an-
other individual, or if unable to perform at least one activity of daily living or cer-
tain age appropriate activities due to severe cognitive impairment.

In addition, the President’s plan would help compensate taxpayers with disabil-
ities for costs associated with work (e.g., personal assistance or special transpor-
tation) by allowing taxpayers with earned income to claim a $1,000 credit if the tax-
payer is unable for at least 12 months to perform at least one activity of daily living
without substantial assistance from another individual.

To claim one (or possibly both) of the credits, taxpayers would be required to ob-
tain a physician’s certification to demonstrate the required level of long-term care
needs, but would not be required to substantiate any particular out-of-pocket ex-
penses. The proposed credits would be phased out—in combination with the current-
law $500 child credit—for certain higher-income taxpayers.

Small business health plans.—The President’s plan would make health care costs
more affordable by assisting small businesses in their efforts to provide health in-
surance to employees. Small businesses generally face higher costs than do larger
employers in providing health plans to their employees, which has led to a signifi-
cantly higher percentage of small business employees being uninsured compared to
the national average. Health benefit purchasing coalitions pool employer workforces
and provide an opportunity to purchase health insurance at a reduced cost, but such
coalitions have been hindered by limited access to capital. In response, the Presi-
dent’s plan includes a special, temporary rule that would allow tax-exempt private
foundations to make grants or loans prior to January 1, 2004, to qualified health
benefit purchasing coalitions to support the coalition’s initial operating expenses.

Moreover, the President’s plan would allow employers that have fewer than 50
employees and that did not have an employee health plan during 1997 or 1998 to
claim a 10-percent credit for certain premium payments made for employee health



20

insurance purchased through a qualified coalition. The proposed credit would be al-
lowed for health plans established before January 1, 2004, and would be allowed
for contributions made during the first 24 months that an employer purchases
health insurance through a qualified coalition.

2. EXPAND EDUCATION INITIATIVES

School construction and modernization.—Because many school systems lack suffi-
cient fiscal capacity to respond to aging school buildings and growing enrollments,
the President’s plan includes a new tax credit bond program that would leverage
Federal support to spur new State and local investment in elementary and second-
ary school modernization. Under this program, State and local governments (includ-
ing U.S. possessions) would be authorized to issue up to $22 billion of “qualified
school modernization bonds” ($11 billion in each of 2000 and 2001). One half of the
$22 billion cap would be allocated among the 100 school districts with the largest
number of children living in poverty and up to 25 additional school districts with
particular needs of assistance. The remaining half of the $22 billion cap would be
allocated among the States and Puerto Rico. In addition, $400 million of bonds
($200 million in each of 2000 and 2001) would be allocated for construction and ren-
ovation of Bureau of Indian Affairs funded schools.

A holder of these bonds would receive annual Federal income tax credits, set ac-
cording to market interest rates by the Treasury Department, in lieu of interest
being paid by the State or local government. At least 95 percent of the bond pro-
ceeds of a qualified school modernization bond must be used (generally within 3
years of the date of issuance) to finance public school construction or rehabilitation
pursuant to a plan approved by the Department of Education. Issuers would be re-
sponsible for repayment of principal after a maximum term of 15 years.

The President’s plan also provides for expansion of the current-law “qualified zone
academy bond” program, by authorizing the issuance of an additional $2.4 billion
of such bonds and allowing the bond proceeds to be used for new school construc-
tion.

Other education incentives.—To expand educational opportunities throughout a
taxpayer’s lifetime, the President’s budget plan also includes the following provi-
sions that build on current-law tax incentives for education: (1) extend section 127
exclusion for employer-provided educational assistance through the end of the year
2001 and expand the exclusion to apply to graduate-level courses (currently, the ex-
clusion is limited to undergraduate courses beginning before June 1, 2000); (2)
eliminate the current-law rule under section 221 that limits deductible student loan
interest to interest paid only during the first 60 months that interest payments are
required on a loan (this will simplify greatly the student loan interest deduction pro-
vision); (3) eliminate tax liability when Federal student loan balances are canceled
after the student finishes making income-contingent payments on the loan; (4) pro-
vide tax-free treatment for certain awards under the National Health Service Corps
scholarship and loan repayment programs, the Armed Forces Health Professions
scholarship and loan repayment programs, and the Americorps loan repayment pro-
gram; (5) provide for an allocated tax credit to encourage corporate sponsorship of
qualified zone academies in designated empowerment zones and enterprise commu-
nities; and (6) allow employers to claim a 10-percent credit (up to $525 per eligible
employee) for certain workplace literacy programs that provide basic skills instruc-
tion at or below the level of a high school degree or English literacy.

3. MAKING CHILD CARE MORE AFFORDABLE

Increase, expand and simplify the child and dependent care tax credit.—Many
working parents cannot find affordable and safe child care. The needs of moderate-
income families can best be served through an expansion of the current-law child
and dependent care tax credit, which was last increased in 1982. The President’s
plan would increase the maximum credit rate from 30 percent to 50 percent, and
would extend eligibility for the maximum credit rate to taxpayers with adjusted
gross incomes of $30,000 (rather than $10,000 as under current law). The new 50-
percent credit rate would be phased down gradually for taxpayers with adjusted
gross incomes between $30,000 and $59,000. The credit rate would be 20 percent
for taxpayers with adjusted gross incomes over $59,000.

In addition, to enable parents to make the best choices for caring for their infants,
who require special care and attention, the President’s plan would further expand
the eligibility for the child and dependent care tax credit. Parents with infants
under the age of one would be eligible for an additional credit amount, even if the
parent stays at home to care for the infant rather than working outside the home
and incurring out-of-pocket child care expenses. Under the proposal, a taxpayer who
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resides with his or her infant under the age of one would be deemed to have child
care expenses of $500 ($1,000 for two or more infants under the age of one). Tax-
payers residing with children under the age of one who also incur out-of-pocket child
care expenses in order to work would simply add such out-of-pocket expenses to the
deemed $500 (or $1,000) of child care expenses, and would then calculate the section
21 credit by multiplying deemed and actual out-of-pocket child care expenses by the
applicable 20- to 50-percent credit rate.

The President’s plan would simplify eligibility for the credit by eliminating the
complicated household maintenance test under current law (except that a married
taxpayer filing a separate return would still have to meet the current-law household
maintenance test in order to qualify for the credit). In addition, to ensure that the
credit retains its value over time, certain credit parameters would be indexed for
inflation.

Employer-provided child care credit.—As part of the Administration’s comprehen-
sive initiative to address child care needs of working families, the President’s plan
would allow employers to claim a credit equal to 25 percent of expenses incurred
to build or acquire a child care facility for employee use, or to provide child care
services to children of employees directly or through a third party. Employers also
would be entitled to a credit equal to 10 percent of expenses incurred to provide em-
ployees with child care resource and referral services. A taxpayer’s total credit could
not exceed $150,000 per taxable year.

4. INCENTIVES TO REVITALIZE COMMUNITIES

Better America Bonds.—Conventional tax-exempt bonds may not provide a deep
enough subsidy to induce State and local governments to undertake environmental
projects with diffuse public benefits. Accordingly, the President’s plan includes a
new tax credit bond program, under which States and local governments (including
U.S. possessions and Native American tribal governments) would be authorized to
issue an aggregate of $9.5 billion of “Better America Bonds.” Similar to the Presi-
dent’s school modernization bond proposal (discussed above) and the current-law
qualified zone academy bonds, holders of such bonds would receive annual Federal
income tax credits in lieu of interest being paid by the State or local government.
At least 95 percent of the bond proceeds must be used (generally within 3 years of
the date of issuance) to finance projects to protect open spaces or accomplish certain
other qualified environmental purposes. The Environmental Protection Agency
would allocate bond authority to particular environmental projects based on a com-
petitive application process. Issuers of the bonds would be responsible for repayment
of principal after a maximum term of 15 years.

New Markets Tax Credit.—Businesses located in low-income urban and rural com-
munities often lack access to sufficient equity capital. To attract new capital to these
businesses, taxpayers would be allowed a credit against Federal income taxes for
certain investments made to acquire stock (or other equity interests) in a commu-
nity development investment entity selected by the Treasury Department to receive
a credit allocation. The Treasury Department would authorize selected community
development entities to issue up to a total of $6 billion of equity interests with re-
spect to which investors could claim a credit equal to approximately 25 percent (in
present-value terms) of the investment.

Under the proposal, selected community development investment entities, in turn,
would be required to use the investment proceeds to provide loans or equity capital
to qualified active business located in low-income communities. Such businesses
generally would be required to satisfy the requirements for “enterprise zone busi-
nesses” under current law and must be located in census tracts with either (1) pov-
erty rates of at least 20 percent or (2) median family income which does not exceed
80 percent of metropolitan area family income (or 80 percent of non-metropolitan
statewide family income in the case of a non-metropolitan census tract). There
would be no requirement that employees of a qualified active business be residents
of a low-income community.

Increase low-income housing tax credit per capita cap.—Most State agencies re-
ceive more qualified proposals for low-income rental housing than can be under-
taken with the current-law State limitation for the low-income housing tax credit.
This limitation has not changed since it was established in 1986. Accordingly, the
President’s plan would increase the current-law $1.25 per capita limitation for the
low-income housing tax credit to $1.75 per capita. This increase would allow addi-
tional low-income housing to be provided but still would require that State agencies
choose projects that meet specific housing needs.

Other provisions.—As additional incentives to revitalize communities, the Presi-
dent’s plan would (1) enhance the current-law provisions that allow certain invest-
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ment gains to be rolled over on a tax-free basis to purchase stock in a specialized
small business investment company (SSBIC) and that provide a partial capital gains
exclusion for the sale of such stock held for more than five years; and (2) provide
that businesses located in the two new empowerment zones, with respect to which
the zone designation takes effect on January 1, 2000 (i.e., Cleveland and Los Ange-
les), will be eligible to claim the empowerment zone wage credit for the full, ten-
year period of zone designation, as is the case with the original nine empowerment
zones designated in 1994.

5. ENERGY EFFICIENCY AND ENVIRONMENTAL IMPROVEMENT

In an effort to improve the environment, the President’s budget proposes $3.6 bil-
lion in tax incentives to promote energy efficiency and to reduce emissions of green-
house gases.

Energy-efficient buildings would be encouraged by a tax credit of up to $2,000 for
the purchase of highly energy-efficient new homes, and by a 10 or 20 percent credit
(subject to a cap) for the purchase of certain energy-efficient building equipment
(fuel cells, electric heat pump water heaters, natural gas heat pumps, electric heat
pumps, natural gas water heaters, and advanced central air conditioners). The cred-
it for energy-efficient homes would apply to purchases in calendar years 2000
through 2004 and the credit for energy-efficient building equipment would apply to
purchases in calendar years 2000 through 2003.

Transportation-related incentives would encourage the purchase of electric vehi-
cles and highly energy-efficient hybrid vehicles. The current-law credit of up to
$4,000 for the purchase of a qualifying electric vehicle would be extended through
2006, and a new credit of up to $4,000 would be allowed in calendar years 2003
through 2006 for purchases of fuel-efficient hybrid vehicles.

The Administration’s budget proposals would also promote increased energy effi-
ciency through the use of combined heat and power (CHP) technologies by allowing
an 8-percent investment tax credit for qualifying CHP equipment placed in service
in calendar years 2000 through 2002.

Finally, tax incentives would be provided for the increased use of renewable en-
ergy sources: a credit of up to $2,000 would be allowed for solar photovoltaic equip-
ment placed in service during calendar years 2000 through 2006 and of up to $1,000
for solar hot water heating systems placed in service during calendar years 2000
through 2005. In addition, the current-law tax credit for electricity produced from
wind or biomass would be extended for five years. For this purpose, eligible biomass
sources would be expanded to include certain biomass derived from forest-related re-
sources and agricultural sources, and a reduced credit would be allowed for co-firing
biomass in coal plants.

6. EXPANDED RETIREMENT SAVINGS, SECURITY, AND PORTABILITY

With changing demographics, it is especially important to increase retirement
savings. Much of the legislation enacted in recent years has been successful in ex-
panding retirement savings, providing incentives to individuals and employers. Ap-
proximately two-thirds of the retirement savings in this country (exclusive of annu-
ity contracts) is employer-provided retirement savings. Employer-provided pensions
currently benefit 50 million workers. The President’s budget encourages savings
through employer-provided plans.

While the employer system is strong, we cannot be content. Half of all American
workers—more than 50 million people—have no pension plan at all. Women have
less pension coverage than men. Only 30 percent of all women aged 65 or older were
receiving a pension in 1994 (either worker or survivor benefits) compared to 48 per-
cent of men. An increasingly mobile workforce makes accumulating and managing
retirement benefits more difficult. Workers frustrated by keeping track of their var-
ious retirement accounts are tempted to cash out their retirement benefits and
spend these all important savings on current consumption. Two-thirds of workers
receiving a lump sum distribution from a pension plan do not roll over the distribu-
tion into retirement savings.

We need to continue to promote retirement savings by enacting pension legislation
to expand the number of people who will have employer-provided pensions, by sim-
plifying the pension laws for business, by improving pension funding and making
pensions more secure and portable for workers.

The President’s budget includes several incentives to encourage the provision of
retirement benefits by small business. First, a three-year tax credit is provided to
encourage small businesses to set up retirement programs. Second, to make it easier
for workers to make contributions to Individual Retirement Accounts (IRAS), em-
ployers would be encouraged to offer payroll deduction programs. Third, the Presi-
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dent’s plan provides a simplified defined benefit-type plan for small business, known
as the “SMART Plan.” The Administration’s proposal is similar in many respects to
the bipartisan “SAFE plan” proposal of Representatives Earl Pomeroy and Nancy
Johnson. The SMART (Secure Money Annuity or Retirement Trust) plan combines
many of the best features of defined benefit and defined contribution plans and pro-
vides another easy-to-administer pension option for small businesses. Most non-
discrimination rules and a number of other pension plan requirements would be
waived for this new plan. SMART plans would be an option for most small busi-
nesses with 100 or fewer employees that do not offer (and have not offered during
the last 5 years) a defined benefit or money purchase plan. Employers choosing a
SMART plan would make contributions for all eligible workers (over 21 with at least
$5,000 in W—-2 earnings with the employer in that year and in two preceding con-
secutive years). Participants would be guaranteed a minimum annual benefit upon
retirement, but could receive a larger benefit if the return on plan investments ex-
ceeds specified conservative assumptions (i.e., a 5 percent rate of return). The
SMART benefit would generally be guaranteed by the Pension Benefit Guaranty
Corporation, at a reduced premium.

To make it easier to consolidate retirement savings, the President’s budget pro-
vides rules to permit eligible rollover distributions from a qualified retirement plan
to be rolled over into a Section 403(b) tax-sheltered annuity or visa versa; to allow
rollovers from non qualified deferred compensation plans of state or local govern-
ment (Section 457 plans) to be rolled over into an IRA; to permit rollovers of IRAs
into workplace retirement plans; to allow rollovers of after-tax contributions to new
employer’s defined contribution plan or an IRA if separate tracking of after-tax con-
tribution is provided; to allow the Thrift Savings Plan (a retirement savings plan
for federal government employees) to accept tax-free rollovers from private plans;
and to allow employees of state and local governments to use funds in their retire-
ment plans to purchase service credits in new plans without a taxable distribution.
This allows teachers who often move between state and school districts in the course
of their careers to more easily earn a pension reflecting a full career of employment
in the state in which they end their career.

7. EXTENSION OF EXPIRING PROVISIONS

The President’s plan includes the extension of several important tax incentive pro-
visions that are scheduled to expire in 1999, including (1) a one-year extension of
the R&E tax credit to apply to qualified research conducted before July 1, 2000 (and
extension of the credit to qualified research conducted in Puerto Rico), and (2) one-
year extensions of the work opportunity tax credit and welfare-to-work tax credit
to cover employees who begin work before July 1, 2000.

The President’s plan also proposes extending through the year 2001 the recently
enacted tax credit for the first-time purchase of a principal residence in the District
of Columbia (which currently is scheduled to expire at the end of the year 2000).

In addition, the President’s plan would make permanent the so-called
“brownfields” provision, which allows taxpayers to treat certain environmental re-
mediation expenditures that would otherwise be chargeable to capital account as de-
ductible in the year paid or incurred. The “brownfields” provision currently is sched-
uled to expire at the end of the year 2000.

AMT Relief

Of particular importance to individual taxpayers, the Administration proposes to
extend, for two years, the provision enacted in 1998 that allows an individual to off-
set his or her regular tax liability by nonrefundable tax credits—such as the edu-
cation credits and the child credit—regardless of the amount of the individual’s ten-
tative minimum tax. The Administration is concerned that the individual alter-
native minimum tax (AMT) may impose financial and compliance burdens upon tax-
payers that have few tax preference items and were not the originally intended tar-
gets of the AMT. In particular, the Administration is concerned that the individual
AMT may act to erode the benefits of nonrefundable tax credits that are intended
to provide relief for middle-income taxpayers. During the proposed extension period,
the Administration hopes to work with Congress to develop a longer-term solution
to the individual AMT problem.

8. SIMPLIFICATION PROVISIONS

The President’s plan includes several other provisions that would simplify the ad-
ministration of Federal tax laws. These provisions would: (1) extend the current-law
rule for farmers to all self-employed individuals that allows individuals to elect to
increase their self-employment income for purposes of obtaining social security cov-



24

erage; (2) provide statutory hedging and other rules (generally codifying rules pre-
viously promulgated by the Treasury Department) to ensure that business property
is treated as ordinary property; (3) clarify rules relating to certain disclaimers by
donees of gifts or bequests; (4) simplify the foreign tax credit limitation for dividends
from so-called “10/50 companies”; (5) eliminate the U.S. withholding tax on distribu-
tions from U.S. mutual funds that hold substantially all of their assets in cash or
U.S. debt securities (or foreign debt securities that are not subject to withholding
tax under foreign law); (6) expand the declaratory judgment relief available under
current-law to charities to all organizations seeking tax-exempt status under section
501(c); and (6) simplify the active trade or business requirement for tax-free cor-
porate spin-offs. The Administration hopes to work with the Congress to develop
and enact additional, appropriate simplification measures.

9. MISCELLANEOUS PROVISIONS

Other targeted tax incentives included in the President’s plan include a proposed
extension and modification of the current-law Puerto Rico economic-activity credit,
to provide a more efficient and effective tax incentive for the economic development
of Puerto Rico.

In addition, to reduce the burdens faced by displaced workers, the President’s
plan would exclude up to $2,000 of certain severance payments from the income of
the recipient. This exclusion would apply to payments received by an individual who
was separated from service in connection with a reduction in the employer’s work
force, but only if the individual does not attain employment within six months of
the separation from service at a compensation level that is at least 95 percent of
the compensation the individual received before the separation from service and
only if total severance payments received by the individual do not exceed $75,000.

To address the financial troubles of the steel industry, the President’s plan would
extend to 5 years the carryback period for the net operating loss (NOL) of a steel
company. An eligible taxpayer could elect to forgo the 5-year carryback and apply
the current-law carryback rules. The benefit proposed would feed directly into a fi-
nancially troubled steel company’s cash flow, providing immediate needed relief.

10. ELECTRICITY RESTRUCTURING

Restructuring the electric industry to encourage retail competition promises sig-
nificant economic benefits to both business and household consumers of electricity.
In order to reap the benefits of restructuring, steps must be taken to provide a level
playing field for investor-owned and publicly-owned electric systems as well as to
provide relief from the rules governing private use of tax-exempt bond-financed elec-
tric facilities in appropriate circumstances. The President’s plan provides that no
new facilities for electric generation or transmission may be financed with tax-ex-
empt bonds. Distribution facilities may continue to be financed with tax-exempt
bonds subject to existing private use rules. Distribution facilities are facilities oper-
ating at 69 kilovolts or less (including functionally related and subordinate prop-
erty). In order to develop efficient nondiscriminatory transmission services, publicly-
owned electric utility companies may be required to turn the operation of their
transmission facilities over to independent systems operators or use those facilities
in a manner that may violate the private use rules. In addition, as traditional serv-
ice areas of both investor-owned and publicly-owned systems are opened to retail
competition, the latter may find it necessary to enter into contracts with private
users of electricity in order to prevent their generation facilities from becoming
stranded costs. Without relief from the private use rules, publicly-owned electric sys-
tems may not choose to open their service areas to competition or to allow their
transmission facilities to be operated by a private party.

In response, the President’s plan provides that bonds issued to finance trans-
mission facilities prior to the enactment of legislation to implement restructuring
would continue their tax-exempt status if private use results from action pursuant
to a Federal order requiring non-discriminatory open access to those facilities. In ad-
dition, bonds issued to finance generation or distribution facilities issued prior to en-
actment of such legislation would continue their tax-exempt status if private use re-
sults from retail competition, or if private use results from the issuer entering into
a contract for the sale of electricity or use of its distribution property that will be-
come effective after implementation of retail competition. Sale of facilities financed
with tax-exempt bonds to private entities would continue to constitute a change in
use. Bonds issued to refund, but not advance refund, bonds issued before enactment
of legislation implementing restructuring would be permitted.
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Finally, the President’s plan would amend the rules applicable to nuclear decom-
missioning funds in order to address issues raised by the restructuring of the elec-
tric industry.

Revenue offsets

Our revenue offsets would curtail corporate tax shelters, and close loopholes in
the tax law in the areas of financial products, corporate taxes, pass-through entities,
tax accounting, cost recovery, insurance, exempt organizations, estate and gift tax-
ation, taxation of international transactions, pensions, compliance, and others.
These offsets generally would be effective with respect to a future date (e.g., date
of first committee action, or date of enactment). We look forward to working with
the committee to develop grandfather rules where appropriate.

CORPORATE TAX SHELTERS

The Administration believes there has been an increase in the use of corporate
tax shelters and is concerned about this proliferation for several reasons. First, cor-
porate tax shelters reduce the corporate tax base. Congress intended corporations
to be a source of Federal revenue in enacting the various provisions of the corporate
income tax. Questionable transactions that reduce corporate tax liability frustrate
this intent. Moreover, corporate tax shelters erode the integrity of the tax system
as a whole. A view that well-advised corporations can and do avoid their legal tax
liabilities by engaging in transactions unavailable to most other taxpayers may lead
to a perception of unfairness and, if unabated, may lead to a decrease in voluntary
compliance. Finally, the significant resources used to create, implement and defend
complex sheltering transactions are better used in productive activities. Similarly,
the IRS must expend significant resources to combat such transactions.

To date, most attacks on corporate tax shelters have been targeted at specific
transactions and have occurred on an ad-hoc, after-the-fact basis—through legisla-
tive proposals, administrative guidance, and litigation. At the Treasury Department,
a number of actions have been taken to address corporate tax shelters. For example,
we’ve made legislative proposals aimed at section 357(c) basis creation abuses,
which has advanced in both chambers, and liquidating REITs, which was enacted
last year. On the regulatory front, we have issued guidance, such as the notice on
stepped-down preferred, fast-pay, slow-pay transactions, and in litigation, we’ve won
two important cases—ACM and ASA. But we often hear that we are only hitting
the tip of the iceberg.

Addressing corporate tax shelters on a transaction-by-transaction, ad hoc basis,
however, raises certain concerns. First, it is not possible to identify and address all
current and future sheltering transactions. Taxpayers with an appetite for corporate
tax shelters will simply move from those transactions that are specifically prohibited
by the new legislation to other transactions the treatment of which is less clear. Sec-
ond, legislating on a piecemeal basis further complicates the Code and seemingly
calls into question the viability of common law tax doctrines such as sham trans-
action, business purpose, economic substance and substance over form. Finally,
using a transactional legislation approach to corporate tax shelters may embolden
some promoters and participants to rush shelter products to market on the belief
that any retroactive legislation would be applied only on a prospective basis.

The primary goal of any corporate tax shelter is to eliminate, reduce, or defer cor-
porate income tax. To achieve this goal, corporate tax shelters are designed to man-
ufacture tax benefits that can be used to offset unrelated income of the taxpayer
or to create tax-favored or tax-exempt economic income. Most corporate tax shelters
rely on one or more discontinuities in the tax law, or exploit a provision in the Code
or Treasury regulations in a manner not intended by Congress or the Treasury De-
partment.

Corporate tax shelters may take several forms. For this reason, they are hard to
define. However, corporate tax shelters often share certain common characteristics.
For example, through hedges, circular cash flows, defeasements, or other devices,
corporate participants in a shelter often are insulated from any risk of economic loss
or opportunity for economic gain with respect to the sheltering transaction. Thus,
corporate tax shelters are transactions without significant economic substance, en-
tered into principally to achieve a desired tax result. Similarly, the financial ac-
counting treatment of a shelter generally is significantly more favorable than the
corresponding tax treatment; that is, the shelter produces a tax “loss” that is not
reflected as a book loss. However, the corporate tax shelter may produce a book
earnings benefit by reducing the corporation’s effective tax rate.

Corporate tax shelter schemes often are marketed by their designers or promoters
to multiple corporate taxpayers and often involve property or transactions unrelated
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to the corporate participant’s core business. These two features may distinguish cor-
porate tax shelters from traditional tax planning.

Many corporate tax shelters involve arrangements between corporate taxpayers
and persons not subject to U.S. tax such that these tax indifferent parties absorb
the taxable income from the transaction, leaving tax losses to be allocated to the
corporation. The tax indifferent parties in effect “rent” their tax exempt status in
return for a accomodation fee or an above-market return on investment. Tax indif-
ferent parties include foreign persons, tax-exempt organizations, Native American
tribal organizations, and taxpayers with loss or credit carryforwards.

Taxpayers entering into corporate tax shelter transactions often view such trans-
actions as risky because the expected tax benefits may be successfully challenged.
To protect against such risk, purchasers of corporate tax shelters often require the
seller or a counterparty to enter into a tax benefit protection arrangement. Thus,
corporate tax shelters are often associated with high transactions costs, contingent
or refundable fees, unwind clauses, or insured results.

These themes run through our budget proposals and, we hope, help us to focus
on finding broader, ex ante solutions to the corporate tax shelter problem.

The Administration therefore proposes several remedies to curb the growth of cor-
porate tax shelters. We propose more general remedies to deter corporations from
entering into any sheltering transactions. These proposals would disallow any tax
benefit created in a corporate tax shelter, as so defined, and would address common
characteristics found in corporate tax shelters as described above. Also, all the par-
ties to a structured transaction would have an incentive, under our proposals, to as-
sure that the transaction comports with established principles.

The Treasury Department recognizes that this more general approach to corporate
tax shelters raises certain concerns. Applying various substantive and procedural
rules to a “corporate tax shelter” or a “tax avoidance transaction” requires defini-
tions of such terms. As described in greater detail below, the Administration’s pro-
posals define these terms. Critics of the proposals have suggested that these defini-
tions are too broad or may create too much uncertainty and thus may inhibit other-
wise legitimate transactions. The Treasury Department does not intend to affect le-
gitimate business transactions and looks forward to working with the tax-writing
committees in refining the corporate tax shelter proposals. However, some level of
uncertainty is unavoidable with respect to complex transactions. In addition, the
definition of corporate tax shelter as used in our proposals is narrower and therefore
less uncertain than other definitions and formulations used in the Code. Moreover,
the definition we have proposed is similar to existing articulations of various judicial
doctrines and may be viewed as largely enforcing the judicially-created concept of
economic substance of current law. Finally, some amount of uncertainty may be use-
ful in discouraging taxpayers from venturing to the edge, thereby risking going over
the edge, of established principles.

The Administration’s proposals that generally would apply to corporate tax shel-
ters are:

Deny certain tax benefits in tax avoidance transactions.—Under current law, if a
person acquires control of a corporation or a corporation acquires carryover basis
property of a corporation not controlled by the acquiring corporation or its share-
holders, and the principal purpose for such acquisition is evasion or avoidance of
Federal income tax by securing certain tax benefits, the Secretary may disallow
such benefits to the extent necessary to eliminate such evasion or avoidance of tax.
However, this current rule has been interpreted narrowly. The Administration pro-
poses to expand the current rules to authorize the Secretary to disallow a deduction,
credit, exclusion, or other allowance obtained by a corporation in a tax avoidance
transaction.

For this purpose, a tax avoidance transaction would be defined as any transaction
in which the reasonably expected pre-tax profit (determined on a present value
basis, after taking into account foreign taxes as expenses and transaction costs) of
the transaction is insignificant relative to the reasonably expected tax benefits (i.e.,
tax benefits in excess of the tax liability arising from the transaction, determined
on a present value basis) of such transaction. In addition, a tax avoidance trans-
action would be defined to cover transactions involving the improper elimination or
significant reduction of tax on economic income. The proposal would not apply to
tax benefits clearly contemplated by the applicable current-law provision (e.g., the
low-income housing tax credit).

Modify substantial understatement penalty for corporate tax shelters.—The current
20-percent substantial understatement penalty imposed on corporate tax shelter
items can be avoided if the corporate taxpayer had reasonable cause for the tax
treatment of the item and good faith. The Administration proposes to increase the
substantial understatement penalty on corporate tax shelter items to 40 percent.
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The penalty will be reduced to 20 percent if the corporate taxpayer discloses to the
National Office of the Internal Revenue Service within 30 days of the closing of the
transaction appropriate documents describing the corporate tax shelter and files a
statement with, and provides adequate disclosure on, its tax return. The penalty
could not be avoided by a showing of reasonable cause and good faith. For this pur-
pose, a corporate tax shelter would be defined as any entity, plan, or arrangement
(to be determined based on all the facts and circumstances) in which a direct or in-
direct corporate participant attempts to obtain a tax benefit in a tax avoidance
transaction.

Deny deductions for certain tax advice and impose an excise tax on certain fees re-
ceived.—The proposal would deny a deduction for fees paid or accrued in connection
with the promotion of corporate tax shelters and the rendering of certain tax advice
related to corporate tax shelters. The proposal would also impose a 25-percent excise
tax on fees received in connection with the promotion of corporate tax shelters and
the rendering of certain tax advice related to corporate tax shelters.

Impose excise tax on certain rescission provisions and provisions guaranteeing tax
benefits—The Administration proposes to impose on the purchaser of a corporate
tax shelter an excise tax of 25 percent on the maximum payment to be made under
the arrangement. For this purpose, a tax benefit protection arrangement would in-
clude certain rescission clauses, guarantee of tax benefits arrangement or any other
arrangement that has the same economic effect (e.g., insurance purchased with re-
spect to the transaction).

Preclude taxpayers from taking tax positions inconsistent with the form of their
transactions.—Under current law, if a taxpayer enters into a transaction in which
the economic substance and the legal form are different, the taxpayer may take the
position that, notwithstanding the form of the transaction, the substance is control-
ling for Federal income tax purposes. Many taxpayers enter into such transactions
in order to arbitrage tax and regulatory laws. Under the proposal, except to the ex-
tent the taxpayer discloses the inconsistent position on its tax return, a corporate
taxpayer, but not the Internal Revenue Service, would be precluded from taking any
position (on a tax return or otherwise) that the Federal income tax treatment of a
transaction is different from that dictated by its form, if a tax indifferent person has
a direct or indirect interest in such transaction.

Tax income from corporate tax shelters involving tax-indifferent parties.—The pro-
posal would provide that any income received by a tax-indifferent person with re-
spect to a corporate tax shelter would be taxable, either to the tax-indifferent party
or to the corporate participant.

The Administration also proposes to amend the substantive law related to specific
transactions that the Treasury Department has identified as giving rise to corporate
tax shelters. No inference is intended as to the treatment of any of these trans-
actions under current law.

Require accrual of income on forward sale of corporate stock.—There is little sub-
stantive difference between a corporate issuer’s current sale of its stock for a de-
ferred payment and an issuer’s forward sale of the same stock. In both cases, a por-
tion of the deferred payment compensates the issuer for the time-value of money
during the term of the contract. Under current law, the issuer must recognize the
time-value element of the deferred payment as interest if the transaction is a cur-
rent sale for deferred payment but not if the transaction is a forward contract.
Under the proposal, the issuer would be required to recognize the time-value ele-
ment of the forward contract as well.

Modify treatment of built-in losses and other attribute trafficking.—Under current
law, a taxpayer that becomes subject to U.S. taxation may take the position that
it determines its beginning bases in its assets under U.S. tax principles as if the
taxpayer had historically been subject to U.S. tax. Other tax attributes are com-
puted similarly. A taxpayer may thus “import™ built-in losses or other favorable tax
attributes incurred outside U.S. taxing jurisdiction (e.g., from foreign or tax-exempt
parties) to offset income or gain that would otherwise be subject to U.S. tax. The
proposal would prevent the importation of attributes by eliminating tax attributes
(including built-in items) and marking to market bases when an entity or an asset
becomes relevant for U.S. tax purposes. This proposal would be effective for trans-
actions in which assets or entities become relevant for U.S. tax purposes on or after
the date of enactment.

Modify treatment of ESOP as S corporation shareholder.—Pursuant to provisions
enacted in 1996 and 1997, an employee stock ownership plan (ESOP) may be a
shareholder of an S corporation and the ESOP’s share of the income of the S cor-
poration is not subject to tax until distributed to the plan beneficiaries. The Admin-
istration proposes to require an ESOP to pay tax on S corporation income (including
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capital gains on the sale of stock) as the income is earned and to allow the ESOP
a deduction for distributions of such income to plan beneficiaries.

Prevent serial liquidation of U.S. subsidiaries of foreign corporations.—Dividends
from a U.S. subsidiary to its foreign parent corporation are subject to U.S. withhold-
ing tax. In contrast, if a domestic corporation distributes earnings in a tax-free lig-
uidation, the foreign shareholder generally is not subject to any withholding tax.
Some foreign corporations attempt to avoid dividend withholding by serially forming
and liquidating holding companies for their U.S. subsidiaries. The proposal would
impose withholding tax on any distribution made to a foreign corporation in com-
plete liquidation of a U.S. holding company if the holding company was in existence
for less than five years. The proposal would also achieve a similar result with re-
spect to serial terminations of U.S. branches.

Prevent capital gains avoidance through basis shift transactions involving foreign
shareholders.—To prevent taxpayers from attempting to offset capital gains by gen-
erating artificial capital losses through basis shift transactions involving foreign
shareholders, the Administration proposes to treat the portion of a dividend that is
not subject to current U.S. tax as a nontaxed portion and thus subject to the basis
reduction rules applicable to extraordinary dividends. Similar rules would apply in
the event that the foreign shareholder is not a corporation.

Limit inappropriate tax benefits for lessors of tax-exempt use property.—The Ad-
ministration is concerned that certain structures involving tax-exempt use property
are being used to generate inappropriate tax benefits for lessors. The proposal would
deny a lessor the ability to recognize a net loss from a leasing transaction involving
tax-exempt use property during the lease term. A lessor would be able to carry for-
ward a net loss from a leasing transaction and use it to offset net gains from the
transaction in subsequent years. This proposal would be effective for leasing trans-
actions entered into on or after the date of enactment.

Prevent mismatching of deductions and income inclusions in transactions with re-
lated foreign persons.—The Treasury Department has learned of certain structured
transactions designed to allow taxpayers inappropriately to take advantage of the
certain current-law rules by accruing deductions to related foreign personal holding
company (FPHC), controlled foreign corporation (CFC) or passive foreign investment
company (PFIC) without the U.S. owners of such related entities taking into account
for U.S. tax purposes an amount of income appropriate to the accrual. This results
in an improper mismatch of deductions and income. The proposal would provide
that deductions for amounts accrued but unpaid to related foreign CFCs, PFICs or
FPHCs would be allowable only to the extent the amounts accrued by the payor are,
for U.S. tax purposes, reflected in the income of the direct or indirect U.S. owners
of the related foreign person. The proposal would contain an exception for certain
short term transactions entered into in the ordinary course of business.

Restrict basis creation through section 357(c).—A transferor generally is required
to recognize gain on a transfer of property in certain tax-free exchanges to the ex-
tent that the sum of the liabilities assumed, plus those to which the transferred
property is subject, exceeds the basis in the property. This gain recognition to the
transferor generally increases the basis of the transferred property in the hands of
the transferee. If a recourse liability is secured by multiple assets, it is unclear
under current law whether a transfer of one asset where the transferor remains lia-
ble is a transfer of property “subject to the liability.” Similar issues exist with re-
spect to nonrecourse liabilities. Under the Administration’s proposal, the distinction
between the assumption of a liability and the acquisition of an asset subject to a
liability generally would be eliminated. The transferor’s recognition of gain as a re-
sult of assumption of liability would not increase the transferee’s basis in the trans-
ferred asset to an amount in excess of its fair market value. Moreover, if no person
is subject to U.S. tax on gain recognized as the result of the assumption of a non-
recourse liability, then the transferee’s basis in the transferred assets would be in-
creased only to the extent such basis would be increased if the transferee had as-
sumed only a ratable portion of the liability, based on the relative fair market val-
ues of all assets subject to such nonrecourse liability.

Modify anti-abuse rule related to assumption of liabilities.—The assumption of a
liability in an otherwise tax-free transaction is treated as boot to the transferor if
the principal purpose of having the transferee assume the liability was the avoid-
ance of tax on the exchange. The current language is inadequate to address the
avoidance concerns that underlie the provision. The Administration proposes to
modify the anti-abuse rule by deleting the limitation that it only applies to tax
avoidance on the exchange itself, and changing “the principal purpose” standard to
“a principal purpose.”

Modify corporate-owned life insurance (COLI) rules.—In general, interest on policy
loans or other indebtedness with respect to life insurance, endowment or annuity
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contracts is not deductible unless the insurance contract insures the life of a “key
person” of a business. In addition, the interest deductions of a business generally
are reduced under a proration rule if the business owns or is a direct or indirect
beneficiary with respect to certain insurance contracts. The COLI proration rules
generally do not apply if the contract covers an individual who is a 20-percent owner
of the business or is an officer, director, or employee of such business. These excep-
tions under current law still permit leveraged businesses to fund significant
amounts of deductible interest and other expenses with tax-exempt or tax-deferred
inside buildup on contracts insuring certain classes of individuals. The Administra-
tion proposes to repeal the exception under the COLI proration rules for contracts
insuring employees, officers or directors (other than 20-percent owners) of the busi-
ness. The proposal also would conform the key person exception for disallowed inter-
est deductions attributable to policy loans and other indebtedness with respect to
hf(f insurance contracts to the 20-percent owner exception in the COLI proration
rules.

OTHER REVENUE PROVISIONS

In addition to the general and specific corporate tax shelter proposals, the Admin-
istration’s budget contains other revenue raising proposals that are designed to re-
move unwarranted tax benefits, ameliorate discontinuities of current law, provide
simplification and improve compliance. Some of these proposals are described below.

PROPOSALS RELATING TO FINANCIAL PRODUCTS

The proposals relating to financial products narrowly target certain transactions
and business practices that inappropriately exploit existing tax rules. Three of the
proposals address the timing of income from debt instruments. Other proposals ad-
dress specific financial products transactions that are designed to achieve tax re-
sults that are significantly better than the results that would be obtained by enter-
ing into economically equivalent transactions. At the same time, a number of these
proposals contain provisions that are designed to simplify existing law and provide
relief for taxpayers in cases where the literal application of the existing rules can
produce an uneconomic result.

Mismeasurement of economic income.—The tax rules that apply to debt instru-
ments generally require both the issuer and the holder of a debt instrument to rec-
ognize interest income and expense over the term of the instrument regardless of
when the interest is paid. If the debt instrument is issued at a discount (that is,
it is issued for an amount that is less than the amount that must be repaid), the
discount functions as interest—as compensation for the use of money. Recognizing
this fact, the existing tax rules require both parties to account for this discount as
interest over the life of the debt instrument.

The Administration’s budget contains three proposals that are designed to reduce
the mismeasurement of economic income on debt instruments: (1) a rule that re-
quires cash-method banks to accrue interest income on short-term obligations, (2)
rules that require accrual method taxpayers to accrue market discount, and (3) a
rule that requires the issuer in a debt-for-debt exchange to spread the interest ex-
pense incurred in the exchange over the term of the newly-issued debt instrument.

Specific transactions designed to exploit current rules—There are a number of
strategies involving financial products that are designed to give a taxpayer the “eco-
nomics” of a particular transaction without the tax consequences of the transaction
itself. For example, so-called “hedge fund swaps” are designed to give an investor
the “economics” of owning a partnership interest in a hedge fund without the tax
consequences of being a partner. These swaps purportedly allow investors to defer
the recognition of income until the end of the swap term and to convert ordinary
income into long-term capital gain.

Another strategy involves the used of structured financial products that allow in-
vestors to monetize appreciated financial positions without recognizing gain. If a
taxpayer holds an appreciated financial position in personal property and enters
into a structured financial product that substantially reduces the taxpayer’s risk of
loss in the appreciated position, the taxpayer may be able to borrow against the
combined position without recognizing gain. Under current law, unless the borrow-
ing is “incurred to purchase or carry” the structured financial product, the taxpayer
may deduct its interest expense on the borrowing even though the taxpayer has not
included the gain from the appreciated position.

The Administration’s budget contains proposals that are designed to eliminate the
inappropriate tax benefit these transactions create. The “constructive ownership”
proposal would limit the amount of long-term capital gain a taxpayer could recog-
nize from a hedge fund swap to the amount of long-term capital gain that would
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have been recognized if the investor had invested in the hedge fund directly. An-
other proposal would clarify that a taxpayer cannot currently deduct expenses (in-
cluded interest expenses) from a transaction that monetizes an appreciated financial
position without triggering current gain recognition.

PROPOSALS RELATING TO PASS-THROUGH ENTITIES

There are five coordinated proposals relating to basis adjustments and gain rec-
ognition in the partnership area. The proposals have three purposes: simplification,
rationalization, and prevention of tax avoidance. The proposals accomplish these
goals through a variety of means. In one proposal, the ability of taxpayers to elect
whether or not to adjust the basis of partnership assets is eliminated in a situation
where the election is leading to tax abuses. In another proposal, we would limit
basis adjustments with respect to particular types of property, which enables us, in
a different proposal, to repeal a provision that has been widely criticized as overly
complex and irrational.

In addition to the partnership proposals, two REIT proposals are included in the
budget. One proposal allows REITSs to conduct expanded business activities in situa-
tions where a corporate level tax will be collected with respect to such activities.
The other REIT proposal limits closely held REITs, which have been the primary
vehicle for carrying out such corporate tax shelters as step-down preferred stock and
the liquidating REIT transactions.

A final proposal in the pass-through area would impose a tax on gain when a
large C corporation converts to an S corporation.

PROPOSALS RELATING TO CORPORATE PROVISIONS

The corporate proposals focus on a developing trend in structuring dispositions of
assets or stock that technically qualify as tax-free transactions, but circumvent the
repeal of General Utilities by allowing corporations to “sell” appreciated property
without recognizing any gain. There has been a proliferation of highly publicized
transactions in which corporations exploit the purposes of the tax-free reorganiza-
tion provisions, (i.e., to allow a corporation to change its form when the taxpayer’s
investment remains in corporate solution), to maximize their ability to cash out of
their investments and minimize the amount of tax paid. In addition, the corporate
proposals attempt to simplify the law and prevent whipsaw of the government in
certain tax-free transactions.

Modify tax-free treatment for mere adjustments in form.—In order for an acquisi-
tion or distribution of appreciated assets to qualify as wholly or partly tax-free, the
transaction must satisfy a series of relatively stringent requirements. If the trans-
action fails to satisfy the requirements, it will be taxed in accordance with the gen-
eral recognition principles of the Code. After the repeal of General Utilities, there
are few opportunities to dispose of appreciated assets without a tax liability, and
our proposals would help to ensure that those remaining exceptions to the repeal
of General Utilities are not circumvented. The provisions of the Code that allow for
tax-free treatment date back to the early years of the tax system and did not con-
template the creative tax planning that has taken place in the last several years.
As a result, many of the corporate tax provisions have been manipulated, resulting
in avoidance of tax.

The Administration’s budget contains several proposals that are designed to elimi-
nate opportunities under current law for corporations to achieve tax-free treatment
for transactions that should be taxable. The proposals include (1) modifying the
“control” test for purposes of tax-free incorporations, distributions and reorganiza-
tions to include a value component so that corporations may not “sell” a significant
amount of the value of the corporation while continuing to satisfy the current law
control test that focuses solely on voting power, (2) requiring gain recognition upon
the issuance of “tracking stock” or a recapitalization of stock or securities into track-
ing stock, and (3) requiring gain recognition in downstream transactions in which
a corporation that holds stock in another corporation transfers its assets to that cor-
poration in exchange for stock.

Preventing taxpayers from taking inconsistent positions in certain nonrecognition
transactions.—No gain or loss is recognized upon the transfer of property to a con-
trolled corporation in exchange for stock. There is an inconsistency in the treatment
by the Internal Revenue Service and the Claims Court as to the treatment of a
transfer of less than all substantial rights to use intangible property. Accordingly,
transferor and transferee corporations have taken the position that best achieves
their tax goals. The proposal would eliminate this whipsaw potential by treating any
transfer of an interest in intangible property as a tax-free transfer and requiring
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allocation of basis between the retained rights and the transferred rights based
upon respective fair market values.

PROPOSALS RELATING TO TAX ACCOUNTING AND COST RECOVERY

The Administration’s budget contains measures that are principally designed to
improve measurement of income by eliminating methods of accounting that result
in a mismeasurement of economic income or provide disparate treatment among
similarly situated taxpayers.

Repeal installment method for accrual basis taxpayers.—The proposal would re-
peal the installment method of accounting for accrual method taxpayers (other that
those taxpayers that benefit from dealer disposition exceptions under current law)
and eliminate inadequacies in the installment method pledging rules in order to bet-
ter reflect the economic results of a taxpayer’s business during the taxable year.

Apply uniform capitalization rules to tollers.—To eliminate the disparate treat-
ment between manufacturers and tollers and better reflect the income of tollers, the
proposal would require tollers (other than small businesses) to capitalize their direct
costs and an allocable portion of their indirect costs to property tolled.

Provide consistent amortization periods for intangibles.—To encourage the forma-
tion of new businesses, the proposal would allow a taxpayer to elect to deduct up
to $5,000 each of start-up and organizational expenditures. Start-up and organiza-
tional expenditures not currently deductible would be amortized over a 15-year pe-
riod consistent with the amortization period for acquired intangibles.

Clarify recovery period of utility grading costs.—The proposal would clarify and
rationalize current law by assigning electric and gas utility clearing and grading
costs incurred to locate transmission and distribution lines and pipelines to the class
life assigned to the benefitted assets, giving these costs a recovery period of 20 years
and 15 years, respectively. The class life assigned to the benefitted assets is a more
appropriate estimate of the useful life of these costs, and thus will improve meas-
urement of the utility’s income.

Deny change in method treatment to tax-free formations.—The proposal would
eliminate abuses with respect to changes in accounting methods by expanding the
transactions to which the carryover of method of accounting rules apply to include
tax-free contributions to corporations and partnerships.

Deny deduction for punitive damages.—The deductibility of punitive damage pay-
ments under current law undermines the role of such damages in discouraging and
penalizing certain undesirable actions or activities. The proposal would disallow any
deduction for punitive damages to conform the tax treatment to that of other pay-
ments, such as penalties and fines, that are also intended to discourage violations
of public policy.

Disallow interest on debt allocable to tax-exempt obligations.—Under current law,
security dealers and financial intermediaries other than banks are able to reduce
their tax liabilities inappropriately through double Federal tax benefits of interest
expense deductions and tax-exempt interest income, notwithstanding that they oper-
ate similarly to banks. The proposal would eliminate the disparate treatment be-
tween banks and financial intermediaries, such as security dealers and other finan-
cial intermediaries, by providing that a financial intermediary investing in tax-ex-
empt obligations would be disallowed deductions for a portion of its interest expense
equal to the portion of its total assets that is comprised of tax-exempt investments.

Eliminate the income recognition exception for accrual method service providers.—
Under current law, accrual method service providers are provided a special excep-
tion to the general accrual rules that permit them, in effect, to reduce current tax-
able income by an estimate of future bad debt losses. This method of estimation re-
sults in a mismeasurement of a taxpayer’s economic income and, because this tax
benefit only applies to amounts to be received for the performance of services, dis-
criminates in favor of service providers. The proposal would repeal the special ex-
ception for accrual method service providers.

Repeal lower-of-cost-or-market inventory accounting method.—The allowance of
write-downs under the lower-of-cost or market (LCM) method or subnormal goods
method is an inappropriate exception from the realization principle and is essen-
tially a one-way mark-to-market method that understates taxable income. The pro-
posal would repeal the LCM and subnormal goods methods.

PROPOSALS RELATING TO INSURANCE

The Administration’s budget contains proposals to more accurately measure the
economic income of insurance companies by updating and modernizing certain provi-
sions of current law. The proposals would (1) require recapture of policyholder sur-
plus accounts, (2) modify rules for capitalizing policy acquisition costs of life insur-



32

ance companies, and (3) increase the proration percentage for property casualty
(P&C) insurance companies.

Between 1959 and 1984, stock life insurance companies deferred tax on a portion
of their profits. These untaxed profits were added to a policyholders surplus account
(PSA). In 1984, Congress precluded life insurance companies from continuing to
defer tax on future profits through PSAs. However, companies were permitted to
continue to defer tax on their existing PSAs. Most pre—1984 policies have termi-
nated so there is no remaining justification for allowing these companies to continue
to defer tax on profits they earned between 1959 and 1984.

Under current law, pursuant to a provision enacted in 1990, insurance companies
capitalize varying percentages of their net premiums for certain types of insurance
contracts, and generally amortize these amounts over 10 years (five years for small
companies). These capitalized amounts are intended to serve as proxies for each
company’s actual commissions and other policy acquisition expenses. However, data
reported by insurance companies to State insurance regulators each year indicates
that the insurance industry is capitalizing less than half of its policy acquisition
costs, which results in a mismatch of income and deductions. The Administration
proposes that insurance companies be required to capitalize modified percentages of
their net premiums for certain lines of business.

In computing their underwriting income, P&C insurance companies deduct re-
serves for losses and loss expenses incurred. These loss reserves are funded in part
with the company’s investment income. In 1986, Congress reduced the reserve de-
ductions of P&C insurance companies by 15 percent of the tax-exempt interest or
the deductible portion of certain dividends received. In 1997, Congress expanded the
15-percent proration rule to apply to the inside buildup on certain insurance con-
tracts. The existing 15-percent proration rule still enables P&C insurance companies
to fund a substantial portion of their deductible reserves with tax-exempt or tax-
deferred income. Other financial intermediaries, such as life insurance companies,
banks and brokerage firms, are subject to more stringent proration rules that sub-
stantially reduce or eliminate their ability to use tax-exempt or tax-deferred invest-
ments to fund currently deductible reserves or deductible interest expense.

PROPOSALS RELATING TO INTERNATIONAL PROVISIONS

The Administration’s budget contains proposals designed to ensure that economi-
cally similar international transactions are taxed in a similar manner, prevent ma-
nipulation and inappropriate use of exemptions from U.S. tax, allocate income be-
tween U.S. and foreign sources in a more appropriate manner, and determine the
foreign tax credit in a more accurate manner. Specific proposals include:

Expand section 864(c)(4)(B) to interest and dividend equivalents.—Under U.S. do-
mestic law, a foreign person is subject to taxation in the United States on a net in-
come basis with respect to income that is effectively connected with a U.S. trade
or business (ECI). The test for determining whether income is effectively connected
to a U.S. trade or business differs depending on whether the income at issue is U.S.
source or foreign source. Only enumerated types of foreign source income—rents,
royalties, dividends, interest, gains from the sale of inventory property, and insur-
ance income—constitute ECI, and only in certain circumstances. The proposal would
expand the categories of foreign-source income that could constitute ECI to include
interest equivalents (including letter of credit fees) and dividend equivalents in
order to eliminate arbitrary distinctions between economically equivalent trans-
actions.

Recapture overall foreign losses upon disposition of CFC stock.—If deductions
against foreign income result in (or increase) an overall foreign loss which is then
set against U.S. income, current law has recapture rules that require subsequent
foreign income or gain to be recharacterized as domestic. Recapture can take place
when directly-owned foreign assets are disposed of. However, there may be no recap-
ture when stock in a controlled foreign corporation (CFC) is disposed of. The pro-
posal would correct that asymmetry by providing that property subject to the recap-
ture rules upon disposition would include stock in a CFC.

Amend 80/20 company rules.—Interest or dividends paid by a so-called “80/20
company” generally are partially or fully exempt from U.S. withholding tax. A U.S.
corporation is treated as an 80/20 company if at least 80 percent of the gross income
of the corporation for the three year period preceding the year of a dividend is for-
eign source income attributable to the active conduct of a foreign trade or business
(or the foreign business of a subsidiary). Certain foreign multinationals improperly
seek to exploit the rules applicable to 80/20 companies in order to avoid U.S. with-
holding tax liability on earnings of U.S. subsidiaries that are distributed abroad.
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The proposal would prevent taxpayers from avoiding withholding tax through ma-
nipulations of these rules.

Modify foreign office material participation exception.—In the case of a sale of in-
ventory property that is attributable to a nonresident’s office or other fixed place
of business within the United States, the sales income is generally treated as U.S.
source. The income is treated as foreign source, however, if the inventory is sold for
use, disposition, or consumption outside the United States and the nonresident’s for-
eign office or other fixed place of business materially participates in the sale. Income
that is treated as foreign source under this rule is not treated as effectively con-
nected with a U.S. trade or business and is not subject to U.S. tax. The proposal
would provide that the foreign source exception shall apply only if an income tax
equal to at least 10 percent of the income from the sale is actually paid to a foreign
country with respect to such income.

Stop abuses of CFC exception under section 833.—A foreign corporation is subject
to a four-percent tax on its United States source gross transportation income. The
tax will not apply if the corporation is organized in a country (an “exemption coun-
try”) that grants an equivalent tax exemption to U.S. shipping companies or is a
controlled foreign corporation (the “CFC exception”). The premise for the CFC excep-
tion is that the U.S. shareholders of a CFC will be subject to current U.S. income
taxation on their share of the foreign corporation’s shipping income and, thus, the
four-percent tax should not apply if the corporation is organized in an exemption
country. Residents of non-exemption countries, however, can achieve CFC status for
their shipping companies simply by owning the corporations through U.S. partner-
ships. The proposal would stop this abuse by narrowing the CFC exception.

Replace sales-source rules with activity-based rules.—If inventory is manufactured
in the United States and sold abroad, Treasury regulations provide that 50 percent
of the income from such sales is treated as earned by production activities and 50
percent by sales activities. The income from the production activities is sourced on
the basis of the location of assets held or used to produce the income. The income
from the sales activity (the remaining 50 percent) is sourced based on where title
to the inventory transfers. If inventory is purchased in the United States and sold
abroad, 100 percent of the sales income generally is deemed to be foreign source.
These rules generally produce more foreign source income for Unites States tax pur-
poses than is subject to foreign tax and thereby allow U.S. exporters that operate
in high-tax foreign countries to credit tax in excess of the U.S. rate against their
U.S. tax liability. The proposal would require that the allocation between production
activities and sales activities be based on actual economic activity.

Modify rules relating to foreign oil and gas extraction income.—To be eligible for
the U.S. foreign tax credit, a foreign levy must be the substantial equivalent of an
income tax in the U.S. sense, regardless of the label the foreign government at-
taches to it. Current law recognizes the distinction between creditable taxes and
non-creditable payments for specific economic benefit but fails to achieve the appro-
priate split between the two in a case where a foreign country imposes a levy on,
for example, oil and gas income only, but has no generally imposed income tax. The
proposal would treat as taxes payments by a dual-capacity taxpayer to a foreign
country that would otherwise qualify as income taxes or “in lieu of” taxes, only if
there is a “generally applicable income tax” in that country. Where the foreign coun-
try does generally impose an income tax, as under present law, credits would be al-
lowed up to the level of taxation that would be imposed under that general tax, so
long as the tax satisfies the new statutory definition of a “generally applicable in-
come tax.” The proposal also would create a new foreign tax credit basket for foreign
oil and gas income.

MISCELLANEOUS REVENUE PROPOSALS

The President’s budget also includes miscellaneous revenue proposals, many of
which were proposed in prior budgets. Some of these proposals are: (1) taxing the
investment income of trade associations, (2) the repeal of the percentage depletion
for non-fuel minerals mined on Federal lands, (3) the reinstatement of the oil spill
excise tax, with an increase in the full funding limitation from $1 billion to $5 bil-
lion, (4) a modification of the FUTA deposit requirement, (5) simplification of the
foster child definition for purposes of the earned income tax credit, (6) an excise tax
on the purchase of structured settlements, (7) several proposals to improve compli-
ance, (8) repeal of the de minimis rental income rule, and (9) certain pension and
compensation-related provisions. The budget proposals also include various other
provisions that affect receipts. These are the reinstatement of the environmental tax
imposed on corporate taxable income ($2.7 billion), reinstatement of the Superfund
excise taxes ($3.8 billion), and receipts from tobacco legislation ($34.5 billion). The
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budget also converts a portion of the aviation excise taxes into cost-based user fees
and replaces the Harbor Maintenance Tax with a user fee.

In conclusion, Mr. Chairman and Mr. Rangel, and members of this committee, the
Administration looks forward to working with you as you examine our proposals. We
want to thank you for your comments about our corporate tax shelter proposals, and
your willingness to listen.

Chairman ARCHER. Mr. Lubick, thank you for condensing the
recommendations for tax changes. Had you gone into detail on all
of them, you probably would have consumed the better part of the
day, and maybe not even then have completed all of them.

I couldn’t help but think as I listened to you that you have por-
trayed exactly why I think we have to abolish the income tax. We
have an endless stream of efforts that come forward every year to
close quote “loopholes,” to find some way to make the tax clearer
while adding many additional complications. It seems like every
additional complication that we add creates the need for more com-
plications as the private sector’s brilliant and creative minds go to
work on all the complexities.

So I regret that today is not the day that we are going to mark
up a bill to abolish the income tax.

Mr. LuBick. Well, I had hoped I would not lead you to that con-
clusion, Mr. Chairman.

Chairman ARCHER. Unfortunately, this is not the day. So we do
have to discuss the complexities of what you have recommended,
and the areas where we believe you are on the right track. There
are a few proposals in your budget recommendations, and we cer-
tainly want to work with you to see that the laws are changed.

You are right, probably, about 5 percent of the time, we are glad
to work with you within that framework.

Mr. LuBick. That’s one of the best batting averages I have had
in my experience here. [Laughter.]

Chairman ARCHER. I want the Members to have plenty of time
to inquire, and I'm going to try to keep mine as brief as possible.
There are a couple of things I did want to ask you.

Does the administration have a fundamental objection to broad-
based tax relief?

Mr. LuBicK. No, Mr. Chairman. Actually, we think if the relief
is framed, first of all, that it be fiscally responsible, second that it
be fair and equitable, that it be—that it not complicate the Code—
we are certainly responsive to that. There are, however, a number
of constraints we have. We think it is important at the start to deal
with the problem of putting Social Security on a sound basis. I
know you have endorsed that concept as well.

And when that is done, there are other very, very pressing needs
to be addressed both in terms of retirement, encouraging savings
for retirement by that part of our population that is not adequately
able to do it now. So that is why we have proposed that when that
fSOCiE}"ll Security problem is solved that part of the surplus be used
or that.

And ultimately, there are a host of very crying needs that should
be addressed. You have enumerated a number of them. From time
to time, you have talked about the alternative minimum tax, but
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all in all, I think there certainly is room at the proper time, if done
in the proper way, to have general relief.

Chairman ARCHER. Within the constraints, of course, which have
been stated before this Committee by the representatives of the ad-
ministration as to the overall budget. Presently, you have opted for
targeted tax cuts rather than any sort of broad-based tax relief.
And so I just wanted to be sure that you didn’t have some inherent
objection to broad-based tax relief.

Mr. LuBicK. Well, certainly not. But at the present time we are
operating under budget constraints as you are more aware than I.
If there are particular pressing needs, basically the only way that
they can be addressed is through the tax system today. The ques-
tion of spending programs to deal with these problems is really
practically out of the question. And so there has been this great
pressure over the last decade to use the tax system, which, as you
have pointed out, has put a strain on it.

At this time, in the areas I have outlined, where we have ad-
dressed it, we have come to the conclusion that there are indeed
special exigencies that would require some sort of action. And that
is why we proposed to enact them on a fully funded basis. I think
you would doubtless agree that your general abhorrence of tax in-
creases does not extend to a situation where deficiencies in the
Code have to be rectified, things that you never intended should be
cleaned up, and that, of course, will in effect raise revenue from
those persons that were taking undue advantage of the Code.

So you are not proposing an enactment of a static situation. So
we have tried to identify those situations in providing the funding
for the targeted tax relief that we think is appropriate in a way
that would not do violence to your general predilection, which we
share, against tax increases.

We haven’t, for example, proposed general changes, increases in
rates. We haven’t proposed restrictions, or cutbacks on longstand-
ing deductions or credits or exclusions. You have pointed out that
this involves a significant number of proposals, each of which is,
in terms of the universe of taxation, somewhat not cosmic. But I
think if we get to a situation where we have dealt with the most
pressing problems, then it is time to consider broader and more ex-
pensive changes in the tax system as well as the new rules of the
game that are going to operate both as to spending and taxation
when we are over those hurdles.

Chairman ARCHER. Mr. Lubick, I am trying to keep my time as
short as possible to permit the other Members to inquire. I asked
one question and it has taken quite a long time to pursue that
question.

Suffice it to say that within the constraints that you mention,
you opted in your budget for targeted tax relief. This means that
the administration has decided where resources should be put rath-
er than broad-based tax relief, where the taxpayers would make
the decision as to what they thought the priorities were. That is
clear in your budget.

Let me get back to the next issue to which you lead me. Your
budget does not provide any net tax relief. That is apparent on the
face of it.

Mr. LuBicK. Although we have a proposal after the——
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1Chfairman ARCHER. No. But in your budget there is no net tax
relief.

Mr. LUBICK. You are correct.

Chairman ARCHER. Rather it raises on a net basis $89 billion in
net revenues, irrespective of how you describe them. And yet, it is
also a fact that in your budget and under current law, the Federal
Government is taxing a higher percentage of GDP than in peace-
time history for this country.

People are paying those taxes. The burden of those taxes must
be borne by increased prices of goods and services in this country.
They have to be recovered. And it is built into every single product
and service that we buy.

I am concerned about whether you view this high level of taxes
with any kind of alarm. I am particularly curious as to why your
budget proposes an $89 billion net increase in tax revenues at a
time that we are projecting surpluses. Do you believe that the level
of taxes as a percentage of GDP is too low?

Do you really think that the highest peacetime level of taxes in
this country’s history is too low and therefore you need another $89
billion of new revenues?

Mr. LuBicK. Mr. Chairman, I believe it is fair to say that the
amount of revenues taken, and I deal with the Federal Government
only, as we have no control over the States or localities, but you
are correct that as calculated, the percentage of revenue over GDP
is about 20.6 percent.

Chairman ARCHER. Almost 21 percent at the Federal level.

Mr. LuBICK. However, within a couple of years, it slated to de-
cline to 20 percent because of provisions that have already been en-
acted. But there are several aspects to this.

First of all—

Chairman ARCHER. OK, but you want to increase that percentage
before it shows any decline? You don’t think that is enough? You
think that the revenue percentage is too low so you want to in-
crease it by $89 billion?

Mr. LuBICK. Well, one of the things, of course, that I think if you
are talking about our wish list, you do have to take into account
the reductions that we are proposing following the Social Security,
which I think would, in great measure, if not entirely, offset that.
So I don’t think there is anything inherent in our proposals that
calls for putting a greater burden of taxation at the Federal level
on the American people.

In point of fact, we do not. So that the long-range proposal, tak-
ing into account everything that we have proposed, would be the
other way around.

But I think it should be noted that for most Americans, the level
of taxation at the present time is the lowest it has been in long-
term memory. For a median-income family of four, the Federal in-
come plus payroll tax burden, that is including both the employer
and the employee shares of the payroll tax, is lower today than at
any time in the past 21 years.

The Federal income tax burden alone for the median-income is
lower than at any time in the past 30 years.

Chairman ARCHER. Yes, I am aware of that claim, and it has
been presented to us on several occasions by representatives of the
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administration. Yet it does not take into account that the Federal
tax burden is hidden in the price of all our goods and services.

And the poor pay the most. They just don’t know it.

Sadly, I hear you saying, as a representative of the administra-
tion, that the highest peacetime tax take in history, as a percent
of GDP, which must be borne by all Americans is still not high
enough. Furthermore, you have to increase it on a net basis of $89
billion. I just find that difficult to come to grips with.

But I have used up more than my time. So I recognize Mr. Crane
for inquiry.

Mr. CRANE. Thank you very much, Mr. Chairman. I'm having a
hearing in April on Customs, including user fees, but I have a cou-
ple of questions for you today. In the President’s budget, he has
proposed increasing the passenger processing fee paid by travelers
arriving by commercial aircraft and vessels from $5 to $6.40 and
removing exemptions from the fee.

According to the administration, this would partially offset Cus-
toms costs associated with processing air and sea passengers, but
many people believe that the $5 fee is already too high and is more
than Customs’ actual costs in processing arriving travelers. Can
you explain the basis for the increased fee?

Mr. LuBick. Well, it is my understanding, Mr. Crane, that this
is essentially a user fee, which is designed to recover the full costs
of the services provided by the U.S. Customs Service and to recover
it on a more uniform basis. It is my understanding that the $5 fee
currently does not recover the full costs. The $6.40 is the amount
that would cover all services that should be subject to the fee. And
even that does not cover the administrative cost. This is based on
our calculation of reimbursement for the costs of direct services for
a clearly identifiable set of beneficiaries.

That is the definition of a user fee as opposed to a tax. It is de-
signed to impose upon those who clearly, identifiably benefiting
from the service and who should bear the cost rather than the tax-
payers as a whole.

Mr. CRANE. So you are saying it is absolutely a user fee only and
it is because of the cost that you have defined?

Mr. LuBick. That is my understanding. I am not prepared to give
you an accountant’s eye view of it, but I believe that the Customs
Service will be able to substantiate that.

Mr. CrRANE. Well, may I ask of you then, could you put something
in writing for me just to verify the position that you have taken
on that one.

Second question. The President has proposed charging an access
fee for the use of Customs’ automated systems to offset the cost of
modernizing Customs automation. The trade industry believes that
it has been paying for Customs modernization automation in other
user fees, the merchandise, rather, processing fees and believes
that the assessment of an access fee is excessive and should not be
borne by the industry.

How will the fee be set, and will this be applied to the use of
Customs automation for merchandise originating from NAFTA
countries?

Mr. LUBICK. Mr. Crane, again I think, this was designed to cover
the investment that the Customs Service has to make to install its
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newly automated system. The current system is over 15 years old,
has suffered many brownouts and breakdowns. The estimated cost
of the investment is about a billion dollars over the next 4 years,
and the fees will only recover a part of these costs, about a $160
million a year, or about $640 million over the next 4 years. The re-
maining costs we hope to recover internally through savings. So it
is the same basis.

Mr. CRANE. Thank you. I yield back the balance of my time.

Chairman ARCHER. Mr. Doggett.

Mr. DOGGETT. Thank you, Mr. Chairman. Mr. Secretary, Forbes
magazine in December, not normally a major critic of the corporate
community in America, as I'm sure you are aware, ran a cover
story on tax-shelter hustlers, pointing out that respectable account-
ants are peddling dicey corporate tax loopholes.

I wanted to inquire of you concerning how serious a problem this
is.

Mr. LuBick. Well I have stated how serious we think it is—very
serious. Mr. Talisman, who is accompanying today has been spend-
ing virtually full time in the preparation of an analysis of this sub-
ject, which we will release in the very near future, when it is com-
pleted. And perhaps he wants to address his view on the serious-
ness of it because he has been down there in the foxholes. I don’t
know what has been running over his feet.

Mr. DOGGETT. That would be fine.

Mr. TALISMAN. Mr. Doggett, we believe it is a very serious prob-
lem for the reasons articulated in Don’s oral testimony and written
testimony. One, it undermines the integrity of the system when
products are being promoted to large corporations merely to avoid
tax with no economic substance.

Second, it will cause other taxpayers to view the system as un-
fair, which obviously may undermine the voluntary compliance sys-
tem. Also, we think that the resource allocation both from the out-
side practitioners and others who are promoting these is not a wise
use, a productive use of resources.

Mr. DOGGETT. By resources, you mean basically that some of the
brightest minds in the country devote their every waking hour to
trying to avoid paying the taxes that ordinary taxpayers have to
pay.

Mr. TALISMAN. Correct. And also because we at the Treasury and
Internal Revenue Service spend a great deal of resources tracking
down these shelters and then having to shut them down on an ex
post basis, and litigating cases for many years involving tax shel-
ters.

Mr. DOGGETT. So the taxpayer who doesn’t get to take advantage
of these high-flying schemes, pays for it twice by having to pay
taxes that someone else is not paying and then by having to pay
for the enforcement resources necessary to try to ferret out these
schemes?

Mr. TaLisMAN. That is correct.

Mr. DoGGETT. Now the Forbes magazine article suggested that
the size of the dimensions of this problem may exceed $10 billion
in tax a year. Is that a fair estimate?
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Mr. TALISMAN. Well, the answer to your question is, is that it is
very difficult to put a firm estimate on the amount of revenue that
is being lost to the system.

However, there have been several shelters in recent memory, for
example, liquidating REITs or the step-down preferred transaction,
where the size of those transactions over the course of a 10-year
period were in the multibillions of dollars.

As a result, you know, a $10 billion estimate seems like it would
be in the ballpark, but again it is very difficult to put an exact
number on——

Mr. LuBick. This whole operation, Mr. Doggett, is clandestine.
They operate under confidentiality arrangements, whether explicit
or implicit, so it is

Mr. DOGGETT. If my time permits, I want to explore that also,
but I think the first and most important point is that the dimen-
sions of this problem—it is a very sizable number, whether it is
$10 billion or $9 billion or $20 billion, we are talking about billions
of dollars in what even Forbes magazine described as tax schemes
never intended by this Congress.

Now I gather by some of the comments that have already been
made in the Committee that there are some who feel that all tax
cuts are created equal and that all tax increases are created equal.
But with $10 billion a year, you could a long way to meeting the
child-care needs through a child-care tax credit to a working mom.
Couldn’t you?

In terms of the costs of these proposals?

Mr. TALISMAN. That is right.

Mr. DOGGETT. So that for the working mother or the person that
needs long-term care or the person who needs educational assist-
ance, we would be giving them a tax cut. Some may ridicule that
and say that we ought to treat everybody the same, but with the
money that we would be bringing into the treasury by addressing
these schemes, we would have the capability to meet some of the
real needs that are out there for tax cuts for working moms or
those who have long-term care needs, or some of the other meas-
ures that you have before the Committee?

Mr. TALISMAN. The package of raisers on corporate tax shelters
raises, according to our figures, around $7.2 billion. So, yes, that
would

Mr. DOGGETT. And that would pay for the child-care tax credit,
would it not?

Mr. TALISMAN. That is correct. Yes.

Mr. DOGGETT. And, has the use of contingency fees by some of
these accounting firms become a prevalent practice in these tax
schemes where they earn more if they avoid taxes?

Mr. TALISMAN. There are a number of devices that are used to
protect the corporate participant, including contingent fees, rescis-
sion agreements, unwind clauses, and, even now, the sale of insur-
ance.

Mr. DOGGETT. I look forward to your report on this very serious
problem. Thank you, Mr. Chairman.

Chairman ARCHER. I would simply suggest to the gentleman the
$7.5 billion has already been consumed by the administration for
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its other tax reductions, and so he will have to look elsewhere for
the desirable things that he wants to do in the Tax Code.

Ms. Dunn.

Ms. DUNN. Thank you, Mr. Chairman. Mr. Lubick, one of the
Treasury Department revenue proposals would change the control
test that is applicable for tax-free incorporations for distributions
and also for reorganizations. The effective date of the proposal is
recommended by the Treasury Department for transactions occur-
ring on or after the date of enactment of the proposal.

So, what I would like to ask you, am I correct in assuming that
you would ensure that companies that have filed ruling requests
with the IRS before the effective date of enactment would be grand-
fathered from any proposed changes?

Mr. LuBick. We generally defer to the Committee’s wisdom on
appropriate transition rules to prevent retroactive unfairness. And
this would be a situation where we would be glad to work with you
and give you our ideas. But we think we are concerned with estab-
lishing the principle first and foremost, which we think is correct
for the future. And to the extent persons happen to be caught in
the web in a way that they have no opportunity to extricate them-
selves, I think the Committee has traditionally given fairness re-
lief, and we certainly concur that is your province.

Ms. DUNN. You would let

Mr. LUBICK. We concur that it is your appropriate province to do
that.

Ms. DUNN. Good. Thank you.

Chairman ARCHER. Mr. Coyne.

Mr. CoyNE. Thank you, Mr. Chairman. Mr. Secretary, the ad-
ministration is proposing making the brownfields expensing provi-
sions permanent.

Mr. LUBICK. Yes, sir.

Mr. CoyNE. Regarding the legislation we passed in 1997. I won-
der if you could tell us how the brownfields expensing provision is
working so far and how it is being used?

Mr. LuBick. Well, we think it has worked very well. We should
have some statistics that show a very large impact in cleaning up
and making more livable communities inhabited by low-income and
less fortunate persons.

So far, I know that least 25 sites have been certified and there
has been significant benefit there. And I'm not quite sure how
many are in the process of achieving that status, but it is—I would
judge it as very significant success.

Mr. CoYNE. Have you any idea of who is using the provisions?

Mr. LuBick. Well, the limitation is to census tracts that have a
poverty rate of 20-percent or more, or other census tracts with a
small population under 2,000 where 75 percent of it is zoned for
industrial or commercial use and is contiguous to census tracts
with a 20 percent poverty rate or more, or the areas designated as
Federal empowerment zones or enterprise zones or there are 76
EPA brownfields pilots that were announced prior to 1997. So those
areas are eligible as well. They are both urban and rural. So is has
widespread application to those areas where the need for renewal
is most important.
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Mr. CoOYNE. Is the administration making any other rec-
ommendations besides making it permanent in the Code during
this budget process? Are there any other recommendations on that
list?

Mr. LuBick. With respect to these areas?

Mr. CoYNE. Right.

Mr. LuBICK. Yes, we do. We have, in particular, our new markets
credit, which is intended to fund community development entities
that are providing funds for private enterprise to go into this sort
of area to carry on active businesses. And that in itself should im-
prove the business. We have a proposal for our Better American
Bonds, which is a tax credit modeled on the QZAB, the Qualified
Zone Academy Bonds, the bonds that were previously adopted by
this Committee to provide bonds to finance environmental improve-
ment, which does not normally generate revenue to pay off the
Eongs. So this tax credit will help communities issue those sort of

onds.

We have some extension of enterprise and empowerment zones.
So there are a number of other things in the budget that are ad-
dressing needs in these areas, including the extension of the work-
opportunity credit and the welfare-to-work credits to help residents
of those districts.

Mr. CoyNE. OK. Thank you. The administration’s budget request
includes a proposal to reduce the deduction for interest on borrow-
ing unrelated to life insurance, and I wonder if you could discuss
the rationale for that proposed change?

Mr. TALISMAN. In 1996, Congress passed legislation to restrict di-
rect borrowing against life insurance policies. And then in 1997,
Congress further restricted the use of COLI, corporate-owned life
insurance, products with respect to nonemployees, where you are
borrowing against life insurance contracts, for example, on home-
owners, and so forth. This proposal extends that principle, which
is the tax arbitrage that results from use of tax-exempt interest
when combined with inside buildup of life insurance.

Where the borrowing against the life insurance is not directly
traceable to the life insurance contract, but is in effect, leveraging
the life insurance contract. So that it would again prorate your in-
terest deduction and disallow an interest deduction consistent with
the changes that were made in 1996 and 1997.

Mr. COYNE. So are you generally characterizing that as a tax
shelter?

Mr. TALISMAN. We are characterizing that as a tax shelter. Yes,
we are, because it provides arbitrage benefits that can be used to
shelter other income.

Mr. COYNE. In the past, hasn’t it been used for very legitimate
reasons?

Mr. TaLisMAN. Well, when you say was it used for legitimate rea-
sons, the tax benefits can be dedicated to very legitimate reasons.
For example, retirement benefits, and so forth.

However, the arbitrage is not condoned by the Code and in fact
it would be inconsistent with what Congress has done in 1996 and
1997.

Mr. CoYNE. Thank you.

Chairman ARCHER. Mr. Weller.
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Mr. WELLER. Thank you, Mr. Chairman. Mr. Secretary, good to
see you again.

Mr. LuBick. You too, Mr. Weller.

Mr. WELLER. And I have enjoyed listening to the statistics going
back and forth on the tax burden, and I will share one too, I guess.
It is my understanding that about the average family’s income
today, at least the average family in Illinois, goes to government
at the State and local level. And of that, my understanding is,
probably what is the highest tax burden on Illinois families in the
history of our country. What is it almost 21 percent of our gross
domestic product today goes to the Federal Government alone?

So that is my statistic I would like to toss out about how high
taxes are, and the tax burden on Americans.

Mr. LuBick. May I differ with that statistic?

Mr. WELLER. Well, perhaps when you respond to my question
here. You know, when I was back home over the last weekend, you
know, you always run into folks and actually read the fine print,
and they ask questions of me. They say, you know, in the Presi-
dent’s budget, why in the President’s budget in a time of surplus,
when we have all this extra money, do we need $176 billion in tax
increases? And why in this time of surplus does the President pro-
pose spending $250 billion in Social Security trust funds for other
purposes?

And I am pretty pleased with the decision by our leadership to
put a stop that type of practice that the President wants to con-
tinue.

I also note in your budget that you continue to advocate targeted
tax cuts, and some might describe a targeted tax cut as targeted
so very few benefit and they get very little. And the issue of
brownfields tax incentives was mentioned just a few moments ago,
and I am, of course, a strong advocate of that, I often wonder, don’t
middle-class communities—I think middle-class communities—the
need environmental cleanup as well. I can think of towns like New
Lenox and Morris and LaSalle-Peru that can use that environ-
mental tax incentive which is targeted so much that they are de-
nied that opportunity to clean up the environment.

What I want to focus on here, particularly, is in your budget, you
are asking essentially for some blanket authority to address what
you call tax avoidance schemes. And I think I am one of those who
believes that when Congress writes a law, your job is to follow the
law and, of course, collect those taxes. That is our intent.

But last year, when the Ways and Means Committee and the
Congress passed what I feel is one of our greatest accomplish-
ments, and that is the IRS reform, we were addressing, as part of
IRS reform, an area where we felt that IRS was doing something
we did not want the IRS and the Department of Treasury to do.
And that is the issue of meal taxes in the hospitality industry.

And in the IRS reform bill there was section 5002, which gave
a protection to the working moms, the cocktail waitresses, the coat-
check people, the people who provide hospitality at various employ-
ers, including almost 4,000 employees of the south suburbs that I
represent.

It is interesting, these individuals make an average of about
$16,000 a year in the hospitality industry because of the nature of
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their job and demands of their job, they are called upon to be
around all the time. They may have to wear certain types of uni-
forms. And so they are provided meals, maybe a hot dog or some-
thing by their employer to make it convenient for them.

And for some reason, you insist on taxing them on that hot dog.
Now, the IRS reform legislation made it very clear the intent of
this Congress was—is that we do not want you to tax that working
mom, probably raising some kids—she is probably a single mother
who is a waitress or cocktail waitress or working in the checkout,
or that busboy, for example.

But it is my understanding that you are continuing to come back
and insisting on taxing that employee of the hospitality industry.
As I point out, 4,000 people in the district I represent. I just don’t
understand why you are ignoring the intent of Congress and legis-
lation that the President signed.

I was wondering if you can respond to that and explain why you
are so insistent on taxing the hot dog and the meal that is provided
to these working moms in the hospitality industry?

Mr. LuBick. We do have an overall problem, Mr. Weller, which
is that if we have a general standard that meals furnished by an
employer to an employee are outside of the tax base, that com-
pensation will immediately respond, so that every worker in the
country will be getting a little-bit reduced salary and some meals,
which will be—so, the general principle is difficult. Now there are
exceptions where they have been longstanding exceptions in the In-
ternal Revenue Code.

Mr. WELLER. Mr. Secretary, just quickly reclaiming my time, the
intent of Congress—we put a safe harbor in the law in section 5002
of the IRS reform legislation, which your President and my Presi-
dent signed into law. We made it very clear that you should not
be taxing the cocktail waitress, the working mom who is given a
hotdog as part of—to help her be able to be at work. Now that was
the intent of Congress, and yet you continue to come back and in-
sist on taxing this cocktail waitress and this busboy and those in
the hospitality industry.

And I just don’t understand why you ignore the intent of Con-
gress, when we made it very clear that we want you to put a stop
to taxing these individuals.

Chairman ARCHER. The gentleman’s time has expired.

Mr. Neal.

Mr. NEAL. Thank you, Mr. Chairman. Thank you, Mr. Lubick for
your usual sturdy performance here. I appreciate your presence.
The alternative minimum tax. The administration proposes to ex-
tend tax relief from the alternative minimum tax for tax relief for
individuals for nonrefundable credits for 2 additional years, for this
year and for next year. I am going to reintroduce in the next few
days my bill from the last Congress to provide relief on a perma-
nent basis.

As you know, Mr. Chairman, you were helpful last year on this
issue. We discussed it. What is the administration’s long-term posi-
tion on this issue?

Mr. LuBick. Well, as a long-term matter, Mr. Neal, it is, I think,
abundantly clear that these credits, like so many other things that
are under the individual tax, were never intended to be the sort of
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tax preference that the tax should apply to. Unfortunately, under
the revenue scoring constraints that we operate under, those things
which, I think virtually everybody agrees, ought to be changed
have not been capable of being addressed on a permanent basis.

The problem is going to get continually worse, and we would
hope that a way could be found to deal with this situation on a per-
manent basis. Not only the credits, but State and local taxes, per-
sonal exemptions, perhaps even the 15 percent can be considered
a preference under the alternative minimum tax. That certainly
was not the intent when the alternative minimum tax was first
conceived. It was excessive use of tax preferences, and the problem
awaits the will of people to devote the funds to that before the
problem gets completely out of hand.

Mr. NEAL. Well, given revenue forecasts for the foreseeable fu-
ture, does that provide us with an avenue for relief or potential for
relief?

Mr. LuBick. Well, I would hope so. There was a reference to the
surplus. Of course, at the present time, the unified surplus depends
upon the Social Security surplus. It depends upon using the funds
that were dedicated to the Social Security Trust Fund for other
purposes. If you didn’t count Social Security, we would not be in
surplus either this year or next year.

But, yes, I think Chairman Archer has been talking about this
for some time, and I think quite correctly. And as such time—this
is one of the big-ticket items of general relief that I think ulti-
mately is appropriate.

Mr. NEAL. Thank you, Mr. Lubick, and I hope that we will have
a chance with the Chairman and Members of the Committee to
pursue this issue because I think we all acknowledge that we are
reaching a critical juncture, and as time moves along, I think we
cannot continue to repair this on a 1- or 2-year basis. We have to
speak about a more permanent solution.

The second question I have is, since Mr. Weller mentioned the
issue of tax avoidance, Mrs. Kennelly, as you know, last year, pro-
duced a fairly extensive bill that dealt with this whole question of
hedge funds. And the administration’s proposal seems to be a bit
more narrow than the one that Mrs. Kennelly offered, which I in-
tend to work on again this year, and about which I have been seek-
ing information and advice.

Could you give us an explanation about the effective date and
how you intend to treat this issue in coming months?

Mr. Talisman?

Mr. TALISMAN. I think, Mr. Neal, when you said it was more nar-
row, I think you may mean that we limited it to partnerships as
opposed to other pass-through entities. Again, we narrowly tailored
our proposal to focus on total return swaps on partnership interest
because that was the way we understood the transactions were
being done. We realize that it may be possible, theoretically pos-
sible, to achieve conversion and deferral using total return swaps
on other pass-through structures, such as REITs and PFICs, pas-
sive foreign investment companies. We are currently looking at
that issue.
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We understand that PFICs are actually already addressed by the
law, but we are also looking at that issue as well. We would cer-
tainly like to work with you and your staff in addressing this issue.

Mr. NEAL. My intention is to proceed with a version of the Ken-
nelly bill, and I hope that we will be able to find some common
ground as this moves along. I do think this general area has the
potential for serious problems down the road.

Thanks, Mr. Chairman.

Chairman ARCHER. I thank the gentleman for his line of inquiry.
I have been disturbed for a long time about the alternative mini-
mum tax. Clearly now the problem is exacerbated by the new child
credit and the Hope scholarship credit. Even if you eliminate those
items from the alternative minimum tax, the tax still hits the per-
sonal exemption. Currently, many people are not entitled to take
a personal exemption without paying a tax on it. The personal ex-
emption has been an inherent, fundamental part of the income tax
law.

Yet this pernicious alternative minimum tax comes back in when
you have to reformulate all your income. You have done your regu-
lar tax return, but then you have to compute and add back in your
personal exemption and pay a tax on it.

Mr. Lubick, why can’t we just abolish the personal alternative
minimum tax? Why have it in the Code?

Mr. LUBICK. There are a few items, but a very few items, that
probably may be justified to be under it. Most of the other pref-
erences that were there originally, have been taken care of.

Chairman ARCHER. Should the personal exemption be under it?

Mr. LuBick. It certainly shouldn’t be, nor should the standard
deduction, nor should the deduction for State and local taxes, nor
should the deduction for medical expenses.

Chairman ARCHER. Well, you have named all of them. Let’s just
get rid of it. What else is left?

Mr. LuBick. Well, there are a few minor things like stock op-
tions

Chairman ARCHER. Yes, but they don’t amount to a hill of beans.
I would like for my friend from Massachusetts to join with me to
abolish the personal alternative minimum tax. We are facing a sit-
uation where a married couple, earning $59,000, taking the stand-
ard deduction only, will be under the minimum tax in the next cen-
tury.

I mean, this is ridiculous. The gentleman set me off on this. This
is a cause celebre for me. I apologize to the other Members of the
Committee for taking the time.

Mr. Mclnnis.

Mr. McINnNis. Thank you, Mr. Chairman. To the Secretary, you
know, in regards to the Chairman’s comments, wouldn’t you agree
that the alternative minimum tax is outside the boundaries it was
originally intended to address.

Mr. LuBIcK. I think I stated it in my answer to Mr. Neal that
certainly is our opinion in the Treasury Department and the ques-
tion is that it becomes expensive and then you have to find some
pay-for under the existing rules, and the problem is that because
there is an exemption under the alternative minimum tax that was
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adopted originally that was not indexed, the exemption took most
people out of it.

Now the value of that exemption compared to a person’s income
has been depreciating on an annual basis, and so each year that
you delay in doing this, it becomes more expensive to do it.

So it is a problem that I think, on the merits, we can achieve vir-
tual unanimity.

Mr. McCINNIS. I guess a couple of other points I should ask. First
of all, for my colleagues, well, the contingency fee issue that was
discussed with some accountants. I went to law school, and I
should also point out that trial lawyers collect contingency fees
handling tax matters as well. So it is not exclusive to a set of hard-
working accountants.

Mr. TALISMAN. The proposal would not impose any restrictions
on——

Mr. McINNiS. I understand that. I am just clarifying a comment,
so we know the trial lawyers are in this pool of money as well.

I guess, when we talk about these shelters, the legitimacy of
those no longer become a concern if we were to reform the Tax
Code and put in a consumption tax.

It would seem to me that the ultimate goal is fundamental re-
form of the system and then we can eliminate all of the questions
of this issue.

But let me go on and ask, I'm a little unclear, Mr. Secretary, tell
me again how you draw the determination between tax shelters
that are outside the original intent and are misapplying the intent
of the law versus directives to the Treasury Department to find
revenue raisers? And do you have—the second question is, do you
have incorporated in these tax shelters, shelters that still live with-
in the boundaries of their original intentions but are a susceptible
target for revenue-raising?

Mr. LuBICK. The are expressly taken out. Where Congress in-
tended a provision to operate like a tax shelter, for example, the
low-income housing credit, they are expressly excluded. We are
dealing with the unintended shelters.

Mr. McCINNIS. So there are no shelters in there that are acting
within their boundaries but placed in there to find revenue.

Mr. LuBick. If the result achieved is that which Congress was
trying to get at, as is true of many special preferences which have
the effect of sheltering other income, this provision explicitly does
not deal with those. It imposes no restrictions. It couldn’t. It
couldn’t. They are permitted. If they are permitted under the law—
anything that is permitted under the law is not a tax shelter by
our definition.

Mr. McINNIS. OK. And to determine that, I assume you look at
legislative history. What are the combination of factors you use to
apply to a specific tax shelter where it is somewhat gray as to
whether the law allows it or not?

I mean, if the law didn’t allow it, you could go back and audit
and recover the funds. But here there is an area where you are
saying, well, maybe they are within the letter of the law but they
are not within the intent of the law.

Mr. TALISMAN. The definition of tax shelter has two components.
One is that the pretax profit is insignificant relative to the aftertax
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benefit. That is an articulation that actually is in the judicial doc-
trines, including the Shelton case and the recent ACM case. That
clearly contemplated by the Code to which Mr. Lubick was refer-
ring to is already in the definition of corporate tax shelter for pur-
poses of section 6662. So that articulation is already in the regula-
tions, the section 6662 that items that are clearly contemplated by
the Code do not constitute a tax shelter.

So that has been a definitional rule that has been in existence
for many years.

Mr. McInNiSs. Thank you, Mr. Chairman.

Chairman ARCHER. Mr. Tanner.

Mr. TANNER. Thank you, Mr. Chairman, and my question was
really touched on by Mr. Mclnnis and also to some degree Mr.
Doggett. You said in response to a question by Mr. Doggett you
have a report out about the abuse of the system as it relates to
these—when could we expect that?

Mr. LUBICK. Mr. Talisman is the guy who is in charge of it, so
I think I will let him answer the question so I don’t go under the
gun.

Mr. TALISMAN. We are hopeful to have it out within, I would say,
a month. We are working very hard on it, but we want to make
sure that it is as complete as possible.

Mr. TANNER. And in that report, you will, I suppose, define for
us further what you consider

Mr. TALISMAN. And we will also, I hope, take into account many
of the recommendations that we will see based on the testimony
today so that we can comment on those as well.

Mr. LuBicKk. We have been talking with practitioners, with com-
panies, and we continue to have our doors open to people to help
us make sure we don’t make any mistakes.

Mr. TANNER. Well, I am sure you understand there is concern
that definition and so on as it relates to achieving a solution to the
problems we are talking about here in that, frankly, a minimiza-
tion of one’s tax liability is a completely legitimate business pur-
pose.

Mr. LuBick. That is legitimate. Right.

Mr. TANNER. And I think what Mr. McInnis was talking about,
we are all concerned about, the fairness of the Code and so forth.
And to get at these schemes of course is something that we are all
interested in. But there are certain, may we say, provisions of the
Tax Code that are not black and white, and those instances, we
would hate to see—because we will get the complaints—we would
hate to see the service take a position with regard to, for example,
good-faith exception, the substantial authority, those words, you
have some proposal there is

Mr. LuBICK. We believe in the definition of tax shelter that we
have underdefined rather than overreached. We have tried to make
sure we don’t go too far. And we believe we are exactly within the
Code as it is enacted or has been interpreted by courts for a long
time.

Mr. TANNER. This will be addressed in your report?

Mr. LuBicK. Right.

Mr. TANNER. Good. We will look forward to it. Thank you.

Chairman ARCHER. Mrs. Johnson.
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Mrs. JOHNSON of Connecticut. Thank you. And welcome, Mr.
Lubick. I do find it quite remarkable that you are proposing $82
billion in tax increases when we have a surplus because taxes do
even all come out of workers’ pockets. You can call them corporate,
but in the end they are paid by you and me and the next guy, ei-
ther through product prices, lost wages, and so on.

I took a lot of heat last year, and this Committee took a lot of
heat, for proposing $80 billion in tax cuts. And here you are, with
a surplus, coming to us with $82 billion over 5 years in tax in-
creases. So I just wonder why you thought it was necessary—and
I would appreciate it if you would keep it short, because I do have
specific questions as well—but why, when there is a surplus and
when the surplus going out into other years is trillions, why?

Mr. LuBick. Well, Mrs. Johnson, the package that we have
talked about of initiatives and revenue-raisers is balanced. So we
are dealing with some user fees in the aviation industry, which
again is really not a tax but a question of those benefiting from the
services

Mrs. JOHNSON of Connecticut. The $82 billion, though, was only
taxes, not user fees.

Mr. LuBick. Pardon me?

Mrs. JOHNSON of Connecticut. The $82 billion was only taxes, not
user fees. You are right, it is more money if you include both taxes
and user fees.

Mr. LuBick. No. I think what we are trying to do is recover from
the users of the system the cost

Mrs. JOHNSON of Connecticut. Right. But that is not in my $82
billion figure, as I understand it.

Mr. LUBICK. And I think the other item involves the excise tax
on tobacco, which is in the budget, but I think——

Mrs. JOHNSON of Connecticut. Are you really saying though when
you say balanced, that our budget is balanced, that you proposed
$82 billion in tax increases plus user-fee increases in order to fund
the new spending in the budget?

Yes. The answer is simply yes. I mean, let’s not belabor this. We
all know that to stay within the caps you would have had to free
spending and cut $17 billion. And to work within the balanced
budget you had to pay for new spending and so we have $82 billion
in proposals to increase taxes to fund new spending. It is simple.

I don’t want to belabor it, I just want it clear.

Mr. LuBICK. But I think you are not taking into account the pro-
posal involving USA Accounts, which is a tax reduction of——

Mrs. JOHNSON of Connecticut. Sure. And that is one of the new
programs out there, and they all cost money, whether they cost
money to the Tax Code or whether they cost money through appro-
priated dollars. But the fact is what you are doing is raising the
money to pay for new programs. And one of them happens a very
interesting and in some circumstances, a very desirable approach
for savings.

Mr. LUBICK. It is a tax reduction. It seems to me it is a tax re-
duction.

Mrs. JOHNSON of Connecticut. Sure. It is. But the fact is you are
raising taxes to fund it. So I just think we ought to be honest about
this. To stay within the budget caps and within the budget deal,
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all the new spending that the President is talking about, whether
it is long-term care assistance, whether it is education funding,
whether it is construction grants, whatever it is, it is funded by
this pot of $82 billion in tax increases and the additional fees. And
the reason you have to do that is because you know and I know
that to stay within the balanced budget he would have had to free
spending and cut $17 billion in outlays.

So I just want that on the record. But I also want to say then—
ask you, why have you chosen, first of all, when clearly if you are
serious about your spending purposes, why have you chosen to
fund them in part with 30 proposals that have been rejected by this
Committee on a bipartisan basis, I think 2 years in a row but cer-
tainly the last time. And then, specifically, now how can you justify
focusing and undoing something this Committee did, and it hap-
pened to be my amendment, just the last year, and then you do it
in such a way that there is a kind of retroactive whiplash?

And I am referring to the change that you are making in the S
corporations, the change in the S corporation law that we put in
there explicitly to allow S corporations to develop ESOPs, employee
stock ownership plans. And you specifically undo what we just did
last year.

Mr. LuBick. I think, Mrs. Johnson, there has been a lot of writ-
ing since that was adopted. And I think we have adhered to the
objective that was sought at the time, which was to make sure that
an ESOP, which is an S corporation shareholder, is not subject to
double taxation. And the problem is that by exempting the ESOP
from being taxed on its current share of subchapter S income, you
are creating one gigantic tax shelter, which has been written about
by the commentators as a tremendous opportunity.

Instead, what we have proposed to do, is to do what is the situa-
tion with respect every other S corporation shareholder. After the
tax is paid currently that there is no tax at the corporate level, but
there is a tax at one level currently with respect to all S-income.

Mrs. JOHNSON of Connecticut. I will be happy to work with you
on this because I don’t believe that is what you are doing, and I
think what you are doing is so extremely complicated that no one
in their right mind would try to go into this negative carry-forward
business.

But as far as I am concerned, I doubt that you as a government
person have ever been in a company that is doing open-book man-
agement. But it is way beyond continuous improvement. It is such
a level of involvement in management decisionmaking on a weekly
basis and creates the most absolutely incredible level of efficiency
and effectiveness and teamwork that it absolutely blows your socks
off.

And why those employees who are literally part of managing
day-in and day-out, can’t have an ESOP I cannot imagine.

And why, from Washington, we should get into double taxation
and all this stuff. But I will be happy to look at the literature, but
I am not going to sit quietly by while you reverse progress we made
last year that is really in harmony with the most dynamic things
happening in our entrepreneurial society.

My red light has been on. So, thank you.
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Chairman ARCHER. The gentlelady’s time has long since expired.
[Laughter.]

Mrs. Thurman.

Mrs. THURMAN. However, Mr. Lubick, I want to echo Mrs. John-
son’s words because that is where my questions were going to go
to as well.

Mr. LuBick. We will be glad to discuss with both of you the rea-
sons why I think we can demonstrate that this maintains the in-
centive for the ESOP and maintains the incentive for it to be part
of S, but at the same time produces a very equitable result which
was intended from the beginning, when the S corporations were
adopted in about 1958.

Mrs. THURMAN. However, when we talk about the form of a loop-
hole, this has only been in the law for 15 months, which is what
Mrs. Johnson said. I guess one of the questions I would like an-
swered is, can you cite some of those abuses and/or could you give
us some ideas of what maybe IRS has done in the enforcement of
this so that we would not go into changing what was the incentive.

I think it was specifically put into law as an incentive for these
corporations to work into employee-owned, which is very important
to them.

The second thing that I might remind you is that there was a
similar situation to this in the Senate last year, very similar to this
proposal, if not exactly this proposal. And one that this whole Con-
gress, Democrat, Republican, Independent, has made very clear.
And we talked about it when we did the tax reform; it is complex-
ity. This becomes very complex for these folks. It was actually re-
viewed by the Senate last year, and they threw out any of this
change just because of the complexity of what could potentially
happen on that.

I think the third issue is the retroactivity. We got enough grief
in 1993 on retroactivity, and now we are looking at doing some-
thing again on this ESOP issue.

So I think we have some very serious questions.

I will say to you that I was pleased with the decision that you
have made to listen to the testimony that is going to be given in
this panel as we go through today. I think you are going to find
out why some people find this very objectionable, why this has
worked particularly in this area, some people that are actually in
and doing these kinds of ESOPs and why this is so important.

So I really hope that you do live up to that and take into consid-
eration what they say because I think they can add a lot of light
to this issue.

Other than that, there are obviously several things in this budget
that I really do like. Sometimes, as Mrs. Johnson said, we probably
rejected many of these, but I think the priorities that have been set
forth in the budget are the right ones for folks, whether it is the
long-term care or child care, whatever. And I just hope there is a
way that we can achieve these goals without being totally disrup-
tive in this country.

Mr. LuBick. Thank you.

Chairman ARCHER. Mr. Collins.

Mr. CoLLINS. No questions.
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Chairman ARCHER. Mr. Lubick, Mr. Talisman, thank you for
your endurance. We appreciate your testimony, and you are free to
stay as long as you want and listen to the other witnesses. Thank
you.

Mr. TALISMAN. Thank you, Mr. Chairman.

Mr. LUuBICK. We have a large group here of supporters, as you
can see. At Treasury rates, we can afford to tie up the whole shop
for an afternoon, but they are going to observe very carefully.
Thank you.

[The prepared statement and attachment of Mr. English follows:]

Congress of the United States
TBouge of Repregentatives
TWHasbington, BE 20515

March 10, 1999

Statement and Letter to be Submitted for the Record
ommittee Hearing on the Administration’s Tax Provisions in the

FY2000 Budget

Mr. Chairman, [ would like to submit for the record a letter signed by state and
local government organizations opposing the three proposed tax increases
included in the Administration’s budget which would significantly increase the
borrowing costs for state and local governments. Although the Administration has
stated that these proposed tax increases are targeted at corporations and P&C
companies, the REAL burden will be borne by states and localities that borrow to
finance school construction, highways, and other public projects.

Thank you.

Phil English
Member of Congress

PRINTED ON RECYCLED PAPER
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American Association of Port Authorities (AAPA)
American Planning Associstion (APA)
American Public Gas Association (APGA)

Association of Local Housing Finance Agencies (ALHFA)
Association of Mctropelitan Sewerage Agencies (AMSA)
Associstion of School Business Officials International (ASBO)
Council of Development Firance Agencies (CDFA)

Council of Infrastructure Financing Authorities (CIFA)

Council of State Governments (CSG)

Education Finance Council (EFC)

Government Finance Officers Association (GFOA)
International City/County Management Association JCMA)
Municipal Treasurers’ Association (MTA)

National Association of Counties (NACo)

National Association of Higher Educational Facilities Authority NAHEFA)
National Association of State Auditors, Comptrollers and Treasurers (NASACT)
National Association of State Treasurers (NAST)

National Council of Health Facilities Finance Authoritics (NCHFFA)
National Council of State Housing Agencies (NCSHA)

United States Conference of Mayors (USCM)

March 9, 1999

The Honorable Phil English

U.S. House of Representatives

1410 Longworth House Office Building
Washington, DC 20515

Dear Representative English:

The Clinton Administration’s Fiscal Year 2000 federal budget includes three proposed
tax increases that would significantly raise borrowing costs for state and local
governments. The organizations listed above strongly oppose these tax increases and we
urge Congress to leave thern out of any tax legislation.

The proposals in question are referred to in the budget under the headings “Increase the
prorstion percentage for property casualty (P&C) insurance companies,” “Extend pro
raia disallowance of tax-exempt interest expenses that applies to banks to all financial
intermediaries” and “Require current accrual of market discount by accrual method
taxpayers.” Although these proposed tax increases arc ostensibly targeted at corporations
and P & C companies, the real burden of the new taxes would be borne by states and
ltocalities that borrow in the capital markets to finance schools, highways, public
buildings, water and sewer systems and most of the nation’s public infrastructure.
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The first two provisions have been recycled from previous Administration budgets. The
third proposal, requiring accrual of market discount, is a new provision. Last year, strong
bipartisan Congressional opposition to increasing the proration and extending the pro
rata disallowance resulted in twenty-eight Ways and Means Committee members writing
to specifically oppose these back door tax increases on states and localities. We
appreciate the fact that you did not support these provisions last year and we urge a
similar position this year.

Increased Proration Percentage

Demand for municipal securities is dominated by three sectors: houscholds, mutual
funds, and property casualty companies. In the years 1994 through 1996, households
decreased their holdings of municipal bonds by $145 billion, Mutual funds holdings
increased by $2 billion. During this same period, net new investment in municipal
securities by property casualty insurance companies increased by $29 billion. Over the
past several years, P&C insurance companies have been the only major source of new
demand for state and local government bonds. Without their investment, interest rates
faced by states and localities would otherwise be significantly higher than they are today.
The Administration’s proposal to increase P&C insurance companies’ “proration
percentage™ would create a disincentive for P&C investment in state and local bonds.
The proposal would significantly increase the current tax “hit” that P&C insurance
companies experience when they buy municipal securities. The effect would be reduced
investment in state and local bonds by P&C’s and significantly higher interest costs to
states and localities.

Pro Rata Disallowance

The other onerous proposed tax increase in the Administration’s budget — the extension
of the pro rata disallowance to all financial intermediaries — would also raise borrowing
costs for state and localities by reducing demand for their securiies. The pro rata
disallowance would have three effects. First, by eliminating government-sponsored
corporations from the municipal market, the proposal would significantly increase costs
for issuers of state and local housing and student loan bonds. Second, by increasing the
cost to municipal securities dealers of holding tax-exempt bouds in their inventories, the
proposal would increase the cost to states and localities of issuing new bonds. Finally, by
increasing the tax burden for leasing and finance companies that do business with
povernrnents, small communities in particularly will have a more difficult time accessing
the capital markets to finance new capital equipment like school buses and technology
equipment. An earlier version of this provision was proposed by the Administration in its
FY 1997 and FY 1998 budgets, but was not included in any legislation sent to the
President because of significant Congressional opposition.
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Treatment of Market Discount

The Administration’s FY 2000 budget includes a new revenue raiser related to the
treatment of market discount on debt instruments, including municipals. Under current
law, market discount is taxed as ordinary, taxable income, but tax liability on market
discount is not incurred unti] a bond is sold or redeemed. Under the Administration’s
proposal, accrual taxpayers would be required to recognize and pay tax on the accretion
of market discount annually. This proposal would greatly increase administrative
complexity for taxpayers and would adversely affect demand for municipal bonds.

Capital investment in infrastructure and other public assets is a key element in the
nation’s continued economic growth and expansion. Indeed, one of the benefits of a
balanced federal budget is lower interest rates and increased capital investment. These
tax increases proposed by the Administration would increase borrowing costs for states
and localities and discourage new investment. We urge you to oppose these proposals
and to join us in seeking to ensure that they are not enacted into law.

Chairman ARCHER. Our next panel is Stefan Tucker, William
Sinclaire, David Lifson, and Michael Olson. If you would come to
the witness table, please.

[Pause for witnesses to come forward.]

The Chair encourages guests to leave the room quietly so that we
may continue. We have a long list of witnesses yet to appear this
afternoon.

Gentlemen, as usual, I would admonish you to attempt to keep
your verbal testimony to within 5 minutes, and, without objection,
your entire written statements will be printed in the record.

Mr. Tucker, will you lead off and will you identify yourself for
the record and whom you represent and then proceed.

STATEMENT OF STEFAN F. TUCKER, CHAIR, SECTION OF
TAXATION, AMERICAN BAR ASSOCIATION

Mr. TUuckER. Thank you, Mr. Chair. My name is Stefan F. Tuck-
er, I am the chair of the section of taxation of the American Bar
Association. I am appearing here today on behalf of the section of
taxation and, with respect to one item, appearing here on behalf of
the American Bar Association itself. We very much appreciate the
opportunity to appear before you today. The section of taxation has
a membership of 20,000 tax lawyers, and, with a broad-based and
diverse group of tax lawyers, we are, in fact, the national rep-
resentative of the legal profession with regard to tax matters.

First, I would like to point out that the tax section has been a
firm advocate, day-in and day-out, of simplification. And we think
that this tax bill does not represent simplification. We have already
sent the letter dated February 26, Mr. Chairman, of which you
were sent a copy, noting to the administration that we are very dis-
appointed in the breadth of the proposal.

When I sit here with 70 pages of proposals, that clearly does not
meet anybody’s goal of simplification and lack of complexity. We
think careful scrutiny has to be given to any of these proposals,
and we think that, from our perspective, complexity really fosters
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noncompliance, whereas simplification enhances understanding
and compliance.

And we are willing to continue to take that position.

We agree with you on one item, very clearly. And that is the al-
ternative minimum tax is just something that ought to be elimi-
nated on the personal basis. We think now is the time, when we
are facing budget surpluses, for Congress to stand up and say this
really counts, and we recognize there may be a cost, but you are
going to have 9 million taxpayers who unexpectedly are going to go
into the AMT over the next decade. We are seeing it on personal
exemptions; we are seeing it on State and local income taxes; we
are seeing it on the standard deduction; we are seeing it on a num-
ber of items that nobody ever thought about.

Now is the time to do it. If we let this continue to go on, it’s is
going to get worse; it is never going to get better. And the scoring
is going to get continually worse. It will never get better.

And yet it is an item that will lead to the destruction, we believe,
of the income tax system at some point.

We also believe strongly——

Chairman ARCHER. Mr. Tucker, then perhaps we should leave it
in place. [Laughter.]

Mr. TUCKER. We may have different views on that as tax law-
yers.

We also think that the phase-out concept is an item whose time
has come and gone. And it is just another way of saying that we
don’t want to raise tax rates, so we are going to impact people with
the phase-out of itemized deductions, or the phase-out of personal
exemptions. We think it is about time to face reality.

It is probably strange for tax professionals, tax lawyers, to say
“let’s stop the undersided approach and just go straight up,” but we
think we ought to.

We are really here, most importantly, to talk about corporate tax
shelters. And when I use the term “corporate tax shelter,” please
understand it is not just focused on corporations. It focuses equally
as much on limited liability companies, partnerships, business
trusts, and trusts. It is a very widespread situation.

And T will tell you that we at the tax section strongly share the
concerns of the Treasury Department that the tax shelter problem
is a real problem. From our perspective, we would urge that you
do not heed those who say that there are no problems. Do not heed
those that say that corporations pay enough taxes.

It has been noted already, up here, that the less the corporation
pays, the more the individual pays. If we are going to reduce tax
rates, let’s reduce them at the individual level and let the corpora-
tions pay their fair share.

The problems are real. The problems are there. They are not self-
correcting. It’s a secretive and insidious methodology, and let’s not
ignore the Trojan horse—it’s already in the gate. The promoters
are sneaking out at night. Put them out in full daylight and let
people see what it is. Let’s look and see whether the emperor really
has any clothes in these corporate tax shelters.

And our focus is disclosure, disclosure, disclosure. Put it out and
let ﬂeople look at it, and then determine whether or not it truly
works.
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We think that, on the tax shelters, there are four features: there
is a discrepancy between book and tax treatment; there is little eco-
nomic risk to the corporation; too often there is a “tax indifferent
party” involved; and there is a broad-based marketing by the pro-
moter, by counsel, and apparently sometimes by the staff of the
taxpayer itself. And we think that penalties ought to be imposed
on those levels.

And if someone comes up in front of you and says there are no
problems, we would urge that what you do is say: Are you the pur-
chaser of a product? Are you the marketer of a product? Are you
or your clients the marketers of products? If they are, ask them to
give you three or four, and then look at those, and then see if they
fit within these criteria that we have.

Last, because our time is already short, I would urge you to look
at the proposed income tax——

Chairman ARCHER. Because I interrupted, you may feel free to
go on for another minute or so.

Mr. TUCKER. Thank you, sir. I really appreciate it.

What we would like to do, if I can, is point out that there are
solutions. We really believe, first and foremost, that there ought to
be additional reporting for tax shelters, and we would note that the
taxpayer ought to be attaching to the return detailed explanations.
The taxpayer ought to be giving descriptions of due diligence. Why
is there such a difference between the due diligence done in a pub-
lic offering and the due diligence that is done in a corporate tax
shelter?

Why are there simplistic assumptions being made that nobody
has to back up? What is needed is security and real enforcement.
One is SEC enforcement on the public offering, and two is the pen-
alties imposed upon the people: damages, liability for not doing the
job right.

You don’t want to just do this at the corporate level. You want
to look at the promoter. And you want to look at the advisers. If
everybody has risk, it is going to make a difference.

We think you should broaden the substantial understatement
penalty to cover outside advisers, promoters, and tax-indifferent
parties. And if those tax-indifferent parties are exempt organiza-
tions, and they are being used to inure to the benefit of private par-
ties, maybe they are violating the rules that apply to exempt orga-
nizations.

We think you ought to focus on a real definition of large tax shel-
ters. There is a 1997 tax provision that still hasn’t had its defini-
tion yet. It was noted before, we are still awaiting it from Treasury.
It’s difficult, to come up with a definition. It ought to be done.

And Congress ought to say that there are existing enforcement
tools at the audit level that can be supported with funding to look
at this.

Last, on the taxation of investment income of trade associations,
on behalf of the ABA itself, we know that a majority of the Mem-
bers of the Ways and Means Committee have stated they do not
believe that this is something that should be done.

We think that it is a big problem. It ought not to be done; there
ought not to be a tax on investment income. You impose a tax here,
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you simply put the dollars into another source. It is going to be a
wash. It is not anything that ought to be done at this point.

Thank you, sir.

[The prepared statement follows:]

Statement of Stefan F. Tucker, Chair, Section of Taxation, American Bar
Association

Mr. Chairman and Members of the Committee:

My name is Stefan F. Tucker. I appear before you today in my capacity as Chair
of the American Bar Association Section of Taxation. This testimony is presented
on behalf of the Section of Taxation. Accordingly, except as otherwise indicated, it
has not been approved by the House of Delegates or the Board of Governors of the
American Bar Association and, accordingly, should not be construed as representing
the position of the Association.

As you know, the ABA Tax Section is comprised of approximately 20,000 tax law-
yers. As the largest and broadest-based professional organization of tax lawyers in
the country, we serve as the national representative of the legal profession with re-
gard to the tax system. We advise individuals, trusts and estates, small businesses,
exempt organizations and major national and multi-national corporations. We serve
as attorneys in law firms, as in-house counsel, and as advisors in other, multidisci-
plinary practices. Many of the Section’s members have served on the staffs of the
Congressional tax-writing Committees, in the Treasury Department and the Inter-
nal Revenue Service, and the Tax Division of the Department of Justice. Virtually
every former Assistant Secretary of the Treasury for Tax Policy, Commissioner of
Internal Revenue, Chief Counsel of the Internal Revenue Service and Chief of Staff
of the Joint Committee on Taxation is a member of the Section.

The Section appreciates the opportunity to appear before the Committee today to
discuss certain proposals contained in President Clinton’s budget for Fiscal Year
2000. Our testimony today will not include comments on each and every proposal
in the President’s budget. We do anticipate, however, that additional individual
comments on various proposals will be submitted in the near future. In addition,
individual members of the Tax Section would be pleased to provide assistance and
comments to members of the Ways and Means Committee and to staff on any pro-
posals you might identify.

Our general focus today will be the overall need for simplification of the tax code
and the corresponding need to avoid additional complexity. In addition, we would
like to comment on the various tax shelter proposals contained in the budget, as
well as the proposal to tax the investment income of trade associations.

SIMPLIFICATION AND COMPLEXITY

The ABA and its Tax Section have long been forceful advocates for simplification
of the Internal Revenue Code. In resolutions proposed by the Tax Section and
passed by the full ABA in 1976 and 1985, we are on record urging tax law simplic-
ity, a broad tax base and lower tax rates. We have reiterated this position in testi-
mony before the House Ways and Means and Senate Finance Committees on nu-
merous occasions.

Over the past two decades, the Code has become more and more complex, as Con-
gress and various administrations have sought to address complicated issues, target
various tax incentives and raise revenue without explicit rate increases. As the com-
plexity of the Code has increased, so has the complexity of the regulations that the
IRS and Treasury have issued interpreting the Code. Moreover, the sheer volume
of tax law changes has made learning and understanding these new provisions even
more difficult for taxpayers, tax practitioners and Service personnel alike.

Although, until recently, many of these changes have not affected the average tax-
payer, the volume of changes has created the impression of instability, in that the
Code is becoming perhaps too complicated for everyone. This takes a tremendous
toll on taxpayer confidence, evidence of which can be found in the broad public sup-
port for the IRS restructuring legislation passed last year. This Committee often
hears how our tax system relies heavily on the willingness of the average taxpayer
voluntarily to comply with his or her tax obligations. Members of the Tax Section
can attest to the widespread disaffection among taxpayers with the current Code.
Their willingness, and their ability, to keep up with the pace and complexity of
changes, is at a point beyond which it should not be pushed.

It now appears that many in Congress are interested in enacting tax reductions
this year. Press accounts indicate that various options are being discussed. The Tax
Section does not take a position with respect to the wisdom of tax reduction gen-
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erally or any particular proposals. We do urge, however, that the members of this
Committee keep simplification and avoidance of complexity uppermost in their
minds as any tax reduction packages are fashioned. Tax relief can be delivered in
ways that avoid new, complicated rules and that steer clear of phase-outs that act
as hidden marginal rate increases. While such broad-based reductions may not have
the cache’ of new, more targeted provisions, they will avoid the layering of new com-
plexity over old. To paraphrase Hippocrates, if Congress chooses to reduce taxes, we
urge you to do no harm.

To this end, on behalf of the Tax Section, I recently sent to Secretary Rubin a
letter expressing our disappointment that the President’s budget proposes to add a
multitude of new tax credits to the Federal income tax system. Our point in that
letter was that, although each credit taken in isolation could be viewed as meritori-
ous, that kind of micro-balancing inevitably leads to the type of tax system that is,
in total, overly complex and undeserving of public respect. Particularly in light of
the various, complicated provisions added by the 1997 tax act, Congress and the Ad-
ministration must focus on the cumulative impact of all new provisions sought to
be added. Only then can they resist the accretion of income tax benefits and pen-
alties that are unrelated to the administrable measurement of annual taxable in-
come and ability to pay.

My letter to Secretary Rubin also urged that particularly close scrutiny be given
to any proposals that include income phaseouts. These phaseouts have gained popu-
larity in the last two decades, and are responsible for a significant amount of the
complexity imposed on individual taxpayers. As noted previously, phaseouts create
the effect of a marginal rate increase as a taxpayer’s income moves through the
phaseout range, and the effects of multiple phaseouts on the same taxpayer can cre-
ate capricious results. Phaseouts also play a significant role in the creation of mar-
riage tax “penalties,” and add to the difficulty in addressing that set of issues. We
urge you to resist their continued use in the enactment of additional tax incentives.

We do not claim to have all the answers. The Tax Section will continue, diligently,
to point out opportunities to achieve simplification whenever possible, including sev-
eral ideas that we will discuss later in this testimony. However, it is also necessary
that we point out that simplification requires hard choices and a willingness to em-
brace proposals that are often dull and without passionate political constituencies.
Simplification may not garner political capital or headlines, but it is crucial. Com-
plexity fosters non-compliance; simplification enhances understanding and compli-
ance.

To date, simplification has not achieved the commitment that we believe is re-
quired. Too often, other objectives have tended to crowd simplification out as a pri-
ority. We urge the Ways and Means Committee to adjust this balance. Without a
commitment on the part of the members of this Committee to eliminate old and
avoid new complexity, the trend will not be reversed. Members of the Ways and
Means Committee must endorse simplification as a bedrock principle, and that prin-
ciple must be communicated to all involved in the tax-writing process. Time must
be taken, and effort must be made, to ensure that this goal remains paramount.

To that end, the Congress adopted as part of the IRS restructuring bill a proce-
dure to analyze the complexity of proposals with widespread applicability to individ-
uals or small business. By means of this complexity analysis, the Joint Committee
on Taxation will call attention to provisions that could result in substantial in-
creases in complexity, and will suggest ways in which the goals of those proposals
can be achieved in simpler ways. We strongly support this increased focus on com-
plexity and urge the members of this Committee to pay heed to the JCT analyses.
Only by raising awareness of problems with proposals before they become law will
Congress make substantial inroads into the problem.

We would now like to address certain specific areas in which the Tax Section con-
siders the need for simplification immediate.

A. Alternative Minimum Tax

As this Committee is well aware, there is an inherent problem with the individual
alternative minimum tax which, if not fixed, will result in approximately 9 million
additional taxpayers becoming AMT taxpayers within the next decade. Many have
referred to this problem as a ticking time bomb. Arguably, most of these taxpayers
are not of the type envisioned as being subject to the AMT when it was revised in
1986. Moreover, many of these individuals will not even be aware they are subject
to the AMT until completing their returns or, worse, receiving deficiency notices
from the IRS.

The problem stems generally from the effects of inflation. Married couples with
alternative minimum taxable income under $45,000 ($22,500 for individuals) are
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generally exempt from the AMT. These thresholds were effective for tax years begin-
ning after December 31, 1992, but were not indexed for inflation. As time passes,
inflation (even minimal inflation, as compounded) will erode these thresholds in
terms of real dollars. As a result, more and more taxpayers will be pulled into the
AMT. The problem is exacerbated by the fact that the AMT does not permit individ-
uals to claim state taxes as a deduction against the AMT. As the income levels of
these individuals increase (with inflation or otherwise), and their state tax liabilities
rise correspondingly, they face the increased chance that they will be pulled into the
AMT merely because they claimed state taxes as an itemized deduction for regular
tax purposes.

This looming problem was compounded by the enactment of various new credits,
as incentives, in the 1997 tax act. The provisions, such as the child tax credit under
IRC § 24 and the Hope Scholarship and Lifetime Learning credits under IRC § 25A,
do not apply for purposes of the AMT. Congress has recognized this problem by en-
acting a one-year moratorium (for 1998) that allows application of these incentive
credits for both the regular tax and the AMT.

We urge this Committee in the strongest possible terms to solve the problems
with the AMT once and for all. There is universal acknowledgement that the effects
I have described are unintended and unjustified. It is also acknowledged that the
revenue cost associated with a permanent solution will only increase over time and
may eventually become prohibitive. It would be a travesty if a permanent solution
to the AMT became caught on the merry-go-round of expiring provisions. A perma-
nent solution should not be deferred merely because it competes with other, more
popular proposals for tax reduction.

B. Phaseout of Itemized Deductions and Personal Exemptions

At the urging of the Tax Section, the American Bar Association at its February
Mid-Year meeting adopted a recommendation that the Congress repeal the phaseout
for itemized deductions (the so-called Pease provision) and the phaseout for personal
exemptions (the PEP provision). We recommend that the revenue that would be lost
by repeal be made up with explicit rate increases. This would address any revenue
neutrality concern as well as any concern with respect to the distributional effects
of repeal.

It may be difficult for members of Congress to appreciate the level of cynicism en-
gendered by these two phaseouts. Countless times, taxpayers who might not other-
wise be troubled by the amount of tax they are paying have reacted in anger when
confronted with the fact that they have lost—either wholly or partially—their
itemized deductions and personal exemptions. They are no more comforted when
told that these phaseouts should really be viewed as substituting for an explicit rate
increase. Almost without exception, they react by asking why Congress refuses to
impose the additional rate rather than trying to pull the wool over their eyes.

We have no answer to that question. We take pride in the fact that a private sec-
tor organization such as the ABA is willing to recommend a simplification proposal
funded by a marginal rate increase on the same taxpayers benefiting from the sim-
plification. We urge this Committee to give serious consideration to the ABA’s rec-
ommendation.

C. Streamlining of Penalty and Interest Provisions

The 1998 IRS Restructuring Act instructs both the Joint Committee on Taxation
and the Treasury Department to conduct separate studies of the penalty and inter-
est provisions of the Code and to make recommendations for their reform.

The Tax Section believes that reform of the penalty and interest provisions is ap-
propriate at this time and look forward to working with the JCT and Treasury.
There are many cases in which the application of penalty and interest provisions
take on greater significance to taxpayers than the original tax liability itself. The
Tax Section is concerned that these provisions often catch individuals unaware, and
that the system lacks adequate flexibility to achieve equitable results. In light of
the significant changes being made by the IRS, the completion of this study and
eventual enactment of the recommendations will be welcome.

The Tax Section has submitted preliminary comments to the staff of the Joint
Committee on Taxation that we hope will be useful in developing alternatives. We
expect to submit final comments and recommendations to both the Joint Committee
and Treasury in the late spring.
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D. International Simplification

We are also pleased that various members of the Ways and Means Committee and
of the Senate Finance Committee are discussing significant simplifying changes in
the international tax area. In particular, we commend Messrs. Houghton and Levin
of this Committee for their leadership on this issue.

Provisions of the tax code relating to international taxation are among the most
complex in existence. While we recognize that taxation of individuals and corpora-
tions earning income in multiple countries necessarily involves numerous complica-
tions, we firmly believe that significant simplifying changes can be made to existing
provisions without losing sight of the various principles guiding those provisions.
We urge this Committee to devote significant effort to these simplification proposals,
and we look forward to working with you on that effort.

PROVISIONS RELATING TO CORPORATE TAX SHELTERS

The Administration’s budget includes no fewer than 16 provisions dealing in one
way or another with the issue of aggressive corporate tax shelters. The purpose of
our statement today is not to comment on the specifics of the Administration’s pro-
posals. We understand that the Treasury shortly will issue an amplification of its
proposals. We are fully prepared to provide detailed comments on the proposals fol-
lowing issuance of the amplification. In the meantime, we wish to offer our own
comments on the corporate tax shelter problem and suggest a course of action.

The sheer number of proposals included in the Budget obviously reflects the
Treasury Department’s concern about the corporate tax shelter phenomenon. While
we believe the Committee should carefully consider the number of proposals in-
cluded in the Budget, their possible overlap, and their potential impact on normal
business transactions, the Tax Section strongly shares the Treasury’s concerns with
very aggressive positions being taken by taxpayers and their advisors in connection
with certain transactions and the fact that these transactions frequently are being
mass marketed. We also share the concern expressed by Chairman Archer regarding
practices that abuse the tax code by making unintended end runs around it, and
we compliment the Chairman for articulating his concern publicly and, thus, bring-
ing additional attention to this problem.

A. The Problem

We have witnessed with growing alarm the aggressive use by large corporate
taxpayers*® of tax “products” that have little or no purpose other than reduction of
Federal income taxes. We are particularly concerned about this phenomenon be-
cause it appears that the lynchpin of these transactions is the opinion of the profes-
sional tax advisor. The opinion provides a level of assurance to the purchaser of the
tax plan that it will have a good chance of achieving its intended purpose. Even if
the taxpayer ultimately loses, the existence of a favorable opinion is generally
thought to insulate the taxpayer from penalties for attempting to understate its tax
liability. While some might dispute this as a legal conclusion, recent cases tend to
support the absence of risk for penalties where favorable tax opinions have been
given.

Because of our concern that opinions of tax professionals are playing such a key
role in the increased use of corporate tax shelters, the Tax Section has established
a task force to consider amendments to the American Bar Association’s rules for
standards of practice of our members. We undertook a similar project in the early
1980’s when so-called “retail” tax shelters proliferated. That effort resulted in the
promulgation of ABA Formal Ethics Opinion 346 and in the adoption of a similar
standard in Treasury’s Circular 230, which contains the ethical standards that tax
professionals must comply with under threat of losing the right to practice before
Treasury and IRS. We expect that our task force will recommend changes in these
disciplinary rules to address the current tax shelter phenomenon.

Likewise, we are concerned about the blatant, yet secretive, marketing of these
corporate tax shelters. As discussed below, unless penalties that cannot be seen as
mere minor costs of doing business by the promoters are imposed upon the promot-
ers, and strongly and diligently enforced, no end is or will be in sight.

The tax shelter products that concern us generally have the following features.
First, there is a discrepancy between the book treatment of the transaction and its
treatment for Federal income tax purposes (stated simply, the creation of a signifi-
cant tax loss with no similar loss for financial accounting purposes). Second, there
is little economic risk to the corporation from entering into the transaction other
than transaction costs. Third, one party to the transaction is frequently what the
Treasury refers to as “tax indifferent” (that is, a foreign taxpayer not subject to U.S.
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tax, a U.S. organization exempt from Federal income tax, or a taxable U.S. corpora-
tion that has large net operating loss carryovers). Finally, and most telling, it is
generally assumed by the promoter, by counsel and apparently by the taxpayer
itself that, if the “product” comes to the attention of Treasury or Congressional
staffs, it will be blocked, but almost invariably prospectively, by administrative ac-
tion or by legislation.

The aggressive tax shelters that concern us do not overuse tax benefits con-
sciously granted by Congress (such as accelerated depreciation or credits) nor are
they tax-favored methods of accomplishing a business acquisition or financing. They
are transactions that the parties themselves would generally concede have little
support in sound tax or economic policy, but are, the parties assert, transactions not
clearly prohibited by existing law. Not surprisingly, explicit or implicit confidential-
ity is also a common requisite of today’s tax shelter products.

The modern tax shelter transaction usually feeds off a glitch or mistake in the
tax law, often one that is accessed by finding, or even creating, a purported business
purpose for entering into the transaction. Tax shelter products that capitalize on
mistakes in the Code are not as troublesome to us as those that depend upon the
existence of questionable facts to support the success of the product. Mistakes in the
Code will eventually be discovered and corrected by the IRS, Treasury or the tax-
writing Committees of Congress. When mistakes are discovered and corrected by
legislation, it is the prerogative of Congress to determine whether the situation war-
rants retroactive application of the correction.

Far more troublesome is the practice of reducing taxes by misusing sound provi-
sions of the Code. Exploitation of rules that generally work correctly by applying
them in contexts for which they were never intended, supported by questionable fac-
tual conclusions, is the hallmark of the most aggressive tax shelters today. Discov-
ery on audit is the tax system’s principal defense, but, in a self-assessment system,
the audit tool cannot be expected to uncover every sophisticated tax avoidance de-
vice. The law should provide clear incentives for taxpayers to comply with the rules
and, in all events, properly to disclose the substance of complex transactions.

Thus, our concern is centered on the transaction that depends upon a dubious fac-
tual setting for success. Foremost among these is the conclusion or assertion that
there is a real, non-tax business purpose or motive for entering into the transaction.
There are others. In some cases, it will be essential for the opinion-giver to conclude
that the transaction in question is not a step in a series of transactions, which, if
collapsed into a single transaction, would not achieve the tax benefits sought. A
third type of factual underpinning often essential to the delivery of a favorable tax
opinion is the permanence, or intended long-term economic viability, of a business
arrangement among the parties (for example, a joint venture, partnership or newly
formed corporation). A venture may be represented to be a long-term business un-
dertaking among the parties, when in fact it is a complex, single-purpose, tax-moti-
vated arrangement which was formed shortly before and will be dissolved shortly
after the tax benefit is realized.

In most of these cases, the tax law is quite clear. Without the presence of a suffi-
cient business purpose, unless the transaction is not a step in a series of related
events, or unless the new business venture represents a valid business arrangement
with a sufficient degree of longevity, the tax benefit claimed is simply not available
under existing law. That bears repeating. Most if not all of the tax shelter trans-
actions that concern us depend upon avoidance of well-established principles of law
such as the business purpose doctrine, the step-transaction rule, the substance-over-
form doctrine, or the clear reflection of income standard. Thus, the role of the opin-
ion giver often disintegrates into the job of designing or blessing a factual setting
to support applicability of the Code provisions that will arguably produce the de-
sired benefit. The result is the application of a provision of the Internal Revenue
Code that otherwise has a logical and sound policy purpose to reach a result that
is nonsensical, in some cases almost ludicrous.

A sad additional fact is that all parties to these transactions know there is sub-
stantial likelihood that the device employed, including the imaginative assertion of
the proper factual setting, will not be uncovered by IRS agents even if the corpora-
tion is audited, as most large taxpayers are. The tax law is too complex and the
returns of major taxpayers are too voluminous. Many tax shelter products involve
numerous parties, complex financial arrangements and invoke very sophisticated
provisions of the tax law. It often takes time and painstaking analysis by well-in-
formed auditors to ascertain that what is reported as a legitimate business trans-
action has little, if any, purpose other than the avoidance of Federal income taxes.
Accordingly, there is a very reasonable prospect that a product will win the “audit
lottery.” This aspect of the problem is compounded by the fact that present law
gives no reward for full disclosure in the case of corporate tax shelter transactions.
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Let me emphasize that the transactions that concern us—and the tax opinions
that support them—are altogether different than attempts to reduce taxes on a busi-
ness transaction that has a true business or economic objective independent of re-
duction of Federal income taxes. But drawing distinctions between tax-dominated
transactions and true business transactions that may involve major tax planning is
sometimes tricky, particularly in the legislative context. For that reason, we rec-
ommend that the Congressional response to the tax shelter problem be measured
and appropriate. It should not overreach; it should not risk inhibiting legitimate
business transactions. As we all know, taxpayers have the right to arrange their fi-
nancial affairs to pay the minimum amount of tax required under the law. Our de-
sire is that in doing so they not avoid the intent of the law by benignly neglecting
jltlldiCial and administrative principles in which the tax law is quite properly ground-
ed.

B. Possible Solutions

We recommend that your emphasis be on compelling the full disclosure of the na-
ture and true economic impact of specified classes of transactions. No taxpayer, or
taxpayer’s advisor, has the right to ignore or obfuscate the essential facts necessary
to support the legal position relied upon to produce the desired tax benefit. Thus,
we recommend that provisions be added to the Code that would give the parties a
clear incentive to focus on the essential facts relied upon to bring the transaction
within the applicable Code provisions. If that factual underpinning, and its legal sig-
nificance, is properly understood by the taxpayer and its advisors, and is properly
disclosed on the tax return, then the system will work much better. The facts to
which I refer include objective facts that bear on the subjective inquiry the law re-
quires. The inquiry would not need to state a conclusion as to the taxpayer’s state
of mind, but the objective facts that indicate the taxpayer’s actual intent or purpose
should be fully understood by the parties and clearly disclosed on the tax return.

In order to focus the inquiry on the facts relied upon to support these tax sen-
sitive transactions, there should be a realistic possibility that penalties will be lev-
ied where the non-tax economic benefits from a transaction are slight when com-
pared to the potential tax benefits. We agree with the Treasury Department that,
in these types of transactions, promoters who market the tax shelter and profes-
sionals who render opinions supporting them should face penalties as well as the
taxpayer. The Treasury Department has, in addition, suggested that tax-indifferent
parties should face a potential tax if the transaction is ultimately found wanting.
Under proper circumstances, that seems desirable. All essential parties to a tax-
driven transaction should have an incentive to make certain that the transaction
is within the law.

You may hear the argument that changes such as those we are advocating will
cause uncertainty and unreliability in the tax law. As noted earlier, the Tax Section
strongly supports as much simplicity and clarity as possible throughout the Code.
However, total certainty is impossible where complex transactions are involved. This
is particularly true when the parties seek to avoid judicial principles developed to
deny tax benefits to overly tax-motivated transactions. Taxpayers and their advisors
know that relative certainty can easily be achieved in legitimate business trans-
actions by steering a safer course and staying in the middle of the road. The more
clearly the transaction stays within established judicial and administrative prin-
ciples, the more certainty is assured. When they venture to the outer edge, certainty
cannot be assured, nor should it be; the parties who consciously risk going over the
edge should clearly understand there are severe consequences for doing so.

In an important way, the protection of common law and general anti-abuse prin-
ciples contributes to certainty and reliability in the tax law. Tax shelter transactions
commonly depend in large part on very literal interpretations of the words of the
Code or regulations. They utilize the clarity in the way the tax law is written to
undermine its purpose. In so doing, these transactions discourage the writing of
clear and certain tax law in favor of more vaguely stated principles that cannot be
so easily skirted. One of the important results of anti-abuse principles developed by
the courts is the protection of clearly-stated provisions of law on which taxpayers
can rely with certainty for every day business transactions.

As you can see, we think the best and most effective route for this Committee to
follow in dealing with the corporate tax shelter problem is increased, meaningful
disclosure, with proper due diligence of, and accountability for, the factual conclu-
sions relied upon by the taxpayer. This will, perforce, have to involve an expanded
penalty structure as well. If this is done properly, there may be no need for some
of the more complex and broader changes Treasury has proposed. Consistent with
our comments on simplicity earlier in this statement, we would encourage the Com-
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mittee to be mindful of the significant complexity that could be imposed on thou-
sands of taxpayers who are not employing tax shelters if the solutions selected to
address this problem are overly broad.

Finally, this Committee and the Congress need to be certain that the Internal
Revenue Service’s resources are adequate to deal with the tax shelter issues. In
part, promoters of tax shelters are successful in marketing their products because
they and large taxpayers have concluded that the IRS is less to be feared today.
They are aware of the problems within the agency, the Congressional criticism it
has received, and its dwindling resources. Our recommendations are directed pri-
marily at increased reporting and disclosure for “large tax shelters.” We think such
changes, together with expanded penalties, will increase voluntary compliance.
However, the Internal Revenue Service must have the resources to analyze the in-
formation reported and to pursue noncompliance vigorously, or the increased report-
ing will be a paper tiger.

C. Specific Proposals

We would suggest the following changes in the Internal Revenue Code to accom-
plish the goals outlined:

1. Additional reporting for “tax shelters”

A question should be added to the corporate income tax return requiring the tax-
payer to state whether any item on the return is attributable to an entity, plan, ar-
rangement or transaction that constitutes a “large tax shelter” (as defined below).
If the answer is yes, detailed information should be required to be furnished with
the return, including:

(a) A detailed description of the facts, assumptions of facts, and factual conclu-
sions relied upon in any opinion or advice provided by an outside tax advisor with
respect to the treatment of the transaction on the return;

(b) A description of the due diligence performed by outside advisors to ascertain
the accuracy of such facts, assumptions and factual conclusions;

(c) A statement signed by the corporate officer with principal knowledge of the
facts that such facts, assumptions or factual conclusions are true and correct as of
the date the return is filed, to the best of such person’s knowledge and belief. If the
actual facts varied materially from the facts, assumptions or factual conclusions re-
lied upon in the outside advisor’s advice or opinion, the statement would need to
describe such variances;

(d) Copies of any written material provided in connection with the offer of the tax
shelter to the taxpayer by a third party;

(e) A full description of any express or implied agreement or arrangement with
any advisor, or with any offeror, that the fee payable to such person would be con-
tingent or subject to possible reimbursement; and

(f) A full description of any express or implied warranty from any person with re-
spect to the anticipated tax results from the tax shelter.

2. Broaden the substantial understatement penalty to cover outside advisors, promot-
ers and “tax indifferent parties”

If the substantial understatement penalty of existing law is imposed on the tax-
payer, a similar penalty should be imposed on any outside advisors and promoters
who actively participated in the sale, planning or implementation of the tax shelter.
The same type of penalty should also be imposed on “tax indifferent parties,” unless
any such party can establish that it had no reason to believe the transaction was
a tax shelter with respect to the taxpayer.

3. Definition of “large tax shelter” for purposes of the substantial understatement
penalty

The definition of “tax shelter” presently contained in section 6662(d)(2)(C)(iii)
should be retained. The term “large tax shelter” would be defined as any tax shelter
involving more than $10 million of tax benefits in which the potential business or
economic benefit is immaterial or insignificant in relation to the tax benefit that
might result to the taxpayer from entering into the transaction. In addition, if any
element of a tax shelter that could be implemented separately would itself be a “
large tax shelter” if it were implemented as a stand-alone event, the entire trans-
action would constitute a “large tax shelter.”
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4. Specific new penalties should be provided in the case of tax shelters that fail to
disclose the required information (whether or not the tax shelter is ultimately sus-
tained or rejected by the courts)

In a self-assessment system, accurate reporting and disclosure are essential.
Where that does not occur, penalties are necessary. This is particularly true in the
case of large and complex tax-motivated transactions. There should be a clear dis-
incentive to playing the audit lottery in these types of transactions. This could be
coupled with a reduction in the rate of any otherwise applicable penalties for those
corporations that comply with the disclosure requirements set forth in 1, above. This
would provide an incentive (and not just a disincentive) to make such disclosures.

5. Articulate a clear Congressional policy that existing enforcement tools should be
utilized to stop the proliferation of large tax shelters

Congress should make clear its view that examination of large tax shelter trans-
actions by the Internal Revenue Service should be considered a tax administration
priority. This should include the application of both civil and criminal penalties
when appropriate.

TAXATION OF INVESTMENT INCOME OF TRADE ASSOCIATIONS

One of the proposals included in the President’s budget raises serious concerns
for the American Bar Association. We have been asked by the ABA to convey to this
Committee its grave concerns about this proposal.

The proposal would tax all net investment income of trade associations, business
leagues, chambers of commerce and professional sports leagues (under IRC §
501(c)(6)) in excess of $10,000 per year. The tax would be imposed at generally ap-
plicable corporate rates. The tax would not be imposed to the extent such net in-
come was set aside to be used for any charitable purpose described in IRC §
170(c)(4).

The principal basis for the Administration’s proposal is the erroneous assumption
that the endowments that have been accumulated by some trade associations rep-
resent excessive dues payments by the members of these organizations. Thus, the
Administration argues, the investment income earned on these excessive dues pay-
ments should be subject to tax just as they would have been if the dues had been
set at the proper level, and the “excess” invested individually by the members of
the association.

The ABA has serious reservations about this analysis. Even if it is correct to as-
sume that these endowments represent excessive dues payments received in earlier
years, the investment income earned on the excess (whether earned by the trade
association or by its members) has the practical effect of reducing dues that become
payable in future years. Therefore, the only significant consequence of permitting
these excess dues to be invested by a tax exempt entity without taxation is to defer
the government’s receipt of the tax on such income from the year of the initial dues
payment to the year in which the excess dues are applied to carry out the trade
association’s exempt activities.

We understand the theoretical economic analysis that underlies this proposal. We
would submit, however, that this theoretical analysis ignores the real world, prac-
tical implications of the proposal. As a large trade association, the ABA must point
out that this proposal will discourage the accumulation of endowments, severely
hamper multi-year planning, and limit the ability of these organizations to fund so-
cially desirable programs.

For example, these organizations (like any other) fund large outlays over time,
rather than in the year of the outlay. Dues of trade associations and other section
501(c)(6) organizations are set at levels necessary to fund such outlays by allowing
them to accumulate funds for capital expenditures, etc. A tax on investment income
would make planning for such large expenditures very difficult, and highly imprac-
tical. The organizations would be forced either to collect their dues on a level basis
and incur the tax (thus necessitating higher, fully deductible dues to make up the
difference) or to lower their dues, not accumulate any savings, and then make spe-
cial assessments in the year of the large expenditure in order to fund the project
(with such special assessments also being tax deductible). There is simply no good
reason to put these organizations to that choice.

There is also no valid policy reason for singling out trade associations for this
treatment, but excluding other mutual-benefit organizations such as labor unions,
agricultural and horticultural organizations, and civic associations. All these types
of organizations, although exempt from income tax under different provisions of the
tax code, are essentially treated the same for tax purposes. Given this identity of
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treatment, it is not appropriate to single out organizations exempt from tax under
section 501(c)(6) for this new investment tax.

CONCLUSION

Mr. Chairman, thank you for the opportunity to appear before the Committee
today. I will be pleased to respond to any questions.

Chairman ARCHER. Thank you, Mr. Tucker. I am constrained to
inquire whether any of those promoters might be lawyers?

Mr. Tucker. We think that there clearly may be some, but we
always remember Pogo, “We have met the enemy, and sometimes
it’s us.”

Chairman ARCHER. OK. Mr. Sinclaire. If you will identify your-
self for the record, you may proceed.

STATEMENT OF WILLIAM T. SINCLAIRE, SENIOR TAX COUNSEL
AND DIRECTOR OF TAX POLICY, U.S. CHAMBER OF COM-
MERCE

Mr. SINCLAIRE. Mr. Chairman, Members of the Committee, I am
Bill Sinclaire and I am with the U.S. Chamber of Commerce. The
U.S. Chamber of Commerce appreciates this opportunity to express
its views on the revenue-raising provisions in the administration’s
fiscal year 2000 budget proposal and to make tax relief rec-
ommendations. The U.S. Chamber is the world’s largest business
federation, representing more than 3 million businesses and orga-
nizations of every size, sector and region. The breadth of this mem-
bership places the Chamber in a unique position to speak for the
business community.

On February 1, the administration released its budget proposal
for fiscal year 2000. The proposed budget would increase taxes on
businesses by approximately $80 billion over 5 years, and it would
keep tax receipts, as a percentage of Gross Domestic Product, at or
above 20 percent. The Chamber believes the administration’s budg-
et proposal is fraught with revenue raisers that would impinge on
or replace sound tax policy with a short-sighted call for additional
tax revenue. The Federal budget surplus in fiscal year 2000 will be
larger than at any time since 1951, and a strong economy with sub-
stantial payments from the business community have played a sig-
nificant role in this budgetary success. It would make little sense
to endorse $80 billion in tax increases when considering the in-
crease is aimed at those who have greatly contributed to this fore-
most accomplishment.

In addition, many of the revenue raisers in the administration’s
budget proposal lack a sound policy foundation. The Chamber rec-
ommends that Congress reject proposals that would increase taxes
on the business community and do nothing to create jobs, increase
the competitiveness of American businesses, or strengthen the U.S.
economy. As we prepare for the economic challenges of the next
century, we must orient our current tax policies in a way that
minimizes their negative impact on taxpayers, overall economic
growth, and the ability of American businesses to compete globally.

Instead of asking for the adoption of proposals that would add to
the Federal tax burden on the business community, the adminis-
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tration should be leading the way in reducing the encumbrance in
a meaningful manner, especially when the Federal Government is
collecting more taxes than it needs.

Accordingly, the Chamber recommends that there be tax relief of
at least the following:

First, the individual and corporate alternative tax should be com-
pletely repealed.

Second, although recently reduced for individuals, the capital
gains tax should be reduced even further, and relief is still needed
for corporations.

Next, Federal estate and gift tax relief should be implemented by
its immediate repeal or through its phase-out over several years.

Furthermore, businesses should be able to expense the cost of
their equipment purchases more rapidly. In particular, the small-
business equipment expensing allowance should be increased.

Moreover, the jobs of many U.S. workers are tied to the exports
and foreign investments of U.S. businesses, and job growth is be-
coming increasingly dependent on expanded, competitive, and
strong foreign trade. The Federal Tax Code restrains U.S. busi-
nesses from competing most effectively abroad, which in turn re-
duces economic growth in the United States. In this regard, there
should be a permanent extension to the act of financing income ex-
ception to Subpart F, and a repeal of the limitation on the amount
of receipts that defense product exporters may treat as exempt for-
eign trade income. In addition, the Chamber has supported the
International Tax Simplification for American Competitiveness Act
of 1998, including its substantively similar predecessors.

Also, the research and experimentation tax credit needs to be
further expanded and extended permanently so business can better
rely on and utilize the credit.

In addition, the existing Federal tax laws relating to S corpora-
tions need to be updated, simplified, and reformed.

Finally, self-employed individuals can currently deduct only 60
percent of their health insurance costs. The deduction should be in-
creased to 100 percent for 1999.

In conclusion, our country’s long-term economic health depends
on sound economic and tax policies. The Federal tax burden on
American businesses is too high, and needs to be reduced. Our Fed-
eral Tax Code wrongly favors consumption over savings and invest-
ment. As we continue to prepare for the economic challenges of the
next century, we must align our tax policies in a way that encour-
ages more savings, investment, productivity growth, and economic
growth.

Mr. Chairman, Members of the Committee, this concludes my
prepared remarks, and thank you for allowing the U.S. Chamber
to express its views.

[The prepared statement follows:]

Statement of William T. Sinclaire, Senior Tax Counsel and Director of Tax
Policy, U.S. Chamber of Commerce

The U.S. Chamber of Commerce appreciates this opportunity to express its views
on the revenue-raising provisions in the Administration’s Fiscal Year 2000 budget
proposal, and to make tax-relief recommendations. The U.S. Chamber is the world’s
largest business federation, representing more than three million businesses and or-
ganizations of every size, sector and region. This breadth of membership places the
Chamber in a unique position to speak for the business community.
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REVENUE RAISERS IN ADMINISTRATION’S BUDGET PROPOSAL

On February 1, 1999, the Administration released its budget proposal for Fiscal
Year 2000. The proposed budget would increase taxes on businesses by approxi-
mately $80 billion over five years (according to the Joint Committee on Taxation).
Moreover, by the Administration’s own admission, it would keep tax receipts, as a
percentage of gross domestic product, at or above 20 percent for the foreseeable fu-
ture.

The Chamber believes the Administration’s budget proposal is fraught with reve-
nue raisers that would impinge on or replace sound tax policy with a shortsighted
call for additional tax revenue. The federal budget surplus in FY 2000 will be larger
than at any time since 1951, and a strong economy with substantial tax payments
from the business community have played a significant role in this budgetary suc-
cess. It would make little sense to endorse $80 billion in tax increases, when consid-
ering the increase is aimed directly at those who have greatly contributed to this
foremost accomplishment.

In addition, many of the revenue raisers in the Administration’s budget proposal
lack a sound policy foundation. The Chamber recommends that Congress reject pro-
posals that would increase taxes on the business community and do nothing to cre-
ate jobs, increase the competitiveness of American businesses, or strengthen the
U.S. economy. As we prepare for the economic challenges of the next century, we
must orient our current tax policies in a way that minimizes their negative impact
Oil l;cal){payers, overall growth, and the ability of American businesses to compete
globally.

The Administration’s budget contains 16 separate proposals that are explicitly di-
rected at so-called “corporate tax shelters.” These are in addition to many others
that would amend specific federal tax code provisions that the Administration be-
lieves create unwarranted tax avoidance opportunities. The corporate tax shelter
proposals are undefined in scope, overlap in coverage, violate principles of income
measurement and would place virtually unlimited power in the hands of the Inter-
nal Revenue Service. If enacted, they would introduce unacceptable uncertainty re-
garding the tax consequences of even the most basic business transactions. This is
not a situation with which the business community should be subjected.

Included in, and in addition to the 16 corporate tax shelter provisions, the Admin-
istration’s budget proposal contains numerous provisions that would raise revenue.
By way of example, and not limitation, these objectionable provisions include the
following:

Replace Export Source-Rule With Activity-Based Rule—Under current law, if in-
ventory is purchased or manufactured in the U.S. and sold abroad, 50 percent of
the income is treated as earned by production activities (U.S.-source income) and
50 percent by sales activities (foreign-source income). This law is beneficial to U.S.
manufacturing companies that export overseas because it increases their ability to
utilize foreign tax credits and alleviate double taxation. The Administration pro-
poses that the allocation between production and sales activities be based on actual
economic activity. This proposal, however, could increase U.S. taxes on export com-
panies and, therefore, encourage them to produce their goods overseas, rather than
in the United States.

Capitalize Acquisition Costs—Insurance companies would be required to capitalize
modified percentages of their net premiums for certain insurance contracts in order
to more accurately reflect the ratio of actual policy acquisition expenses to net pre-
miums and the typical useful lives of the contracts. This provision would increase
the tax liabilities of insurance companies, which in turn would be passed on to its
customers.

Require Monthly Deposits Of Unemployment Taxes—Beginning in 2005, employers
would be required to deposit their federal and state unemployment taxes monthly,
instead of quarterly, if an employer’s federal unemployment tax liability in the prior
year was $1,100 or more. This provision, which would not bring in any additional
revenue to the government, would impose an undue administrative burden on busi-
nesses, especially smaller businesses.

Tax Net Investment Income Of Trade Associations—Trade associations, chambers
of commerce, non-profit business leagues and professional sports leagues that have
annual net investment income exceeding $10,000 would be subject to the unrelated
business income tax on their excess net investment income. This provision, which
does not apply to labor unions and other tax-exempt entities, would groundlessly tax
properly invested funds that would later be used to further the tax-exempt purposes
of non-profit entities.

Increase The Proration Percentage—Property and casualty insurance companies
would have to increase the proration percentage on their funding of loss reserves
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by income that may, in whole or part, be exempt from tax. With the property and
casualty industry investing 21 percent of their financial assets in, and holding about
14 percent of all tax-exempt debt, there could be a reduction in demand for tax-ex-
empt debt and a rise in the interest rates of tax exempt obligations.

Repeal Lower-Of-Cost-Or-Market Inventory Accounting Method—Taxpayers would
no longer be able to value their inventories by applying the lower-of-cost-or-market
accounting method or by writing down the cost of goods that are unsalable at nor-
mal prices or unusable in their usual way because of damage, imperfection or other
similar causes. This provision would increase taxes on those businesses that use the
“first-in-first-out” method or cause them to switch to the “last-in-last-out” method
for both tax and financial statement purposes.

Repeal The Installment Method For Accrual Basis Taxpayers—The installment
method of accounting (which allows a taxpayer to defer recognition of income on the
sale of certain property until payments are received) would no longer be available
for accrual basis taxpayers. This provision would cause taxpayers to either pay tax
on gains which have not yet been received or convert to the cash basis.

Modify The Corporate-Owned Life Insurance Rules—The Administration would re-
peal the exception under the corporate-owned life insurance rules proration rules for
contracts insuring employees, officers or directors (other than 20 percent owners) of
a business. This provision could have a devastating effect on life insurance products
that protect businesses, especially small businesses, against financial loss caused by
the death of their key employees.

Deny Tax Benefits Resulting From Non-Economic Transactions—Proposals would
increase the substantial understatement penalty for corporate taxpayers from 20
percent to 40 percent for items attributable to a corporate tax shelter, deny certain
tax benefits obtained in a corporate tax shelter, deny deductions for certain tax ad-
vice, impose an excise tax on fees received in connection to corporate tax shelters,
and impose an excise tax on certain tax benefit protection arrangements. These pro-
posals unfairly target legitimate tax saving devices and related expenses and should
be dismissed.

Deny Deductions For Punitive Damages—No deduction would be allowed for puni-
tive damages paid or incurred by a taxpayer, whether upon judgment or in settle-
ment of a claim. In addition, where the punitive damages are paid by an insurance
company, the taxpayer would be required to include in gross income the amount of
damages paid on its behalf. This provision would deny businesses the ability to de-
duct legitimate business expenses relating to legal claims.

Repeal Tax-Free Conversions Of Large C-Corporations To S-Corporations—Under
current law, the conversion of a C-corporation to an S-corporation is generally tax-
free. The “built-in” gains of a corporation’s assets are not taxed if the assets are not
sold within 10 years of conversion. The Administration proposes to treat the conver-
sion of a “large” C-corporation (those with a value exceeding $5 million) into an S-
corporation as a taxable event to both the corporation (with respected to its appre-
ciated assets) and its shareholders (with respect to their stock). This provision
would prevent many C-corporations that want to avoid double taxation from electing
to be S-corporations.

Eliminate Non-Business Valuation Discounts—Valuation discounts on the minor-
ity interests of family limited partnerships or limited liability companies would no
longer be allowed for estate and gift tax purposes unless such entities are active
businesses. This provision would make it more difficult for business owners to de-
velop estate plans that would keep their businesses intact, and their employees
working, after their deaths.

Require The Recapture Of Policyholder Surplus Accounts—The Administration
would require stock life insurance companies with policyholder surplus accounts to
include in the income the amount in the account. This proposal is contrary to the
intent of Congress in enacting current law.

Modify Rules For Debt-Financed Portfolio Stock—This proposal by the Adminis-
tration would effectively reduce the dividends-received deduction (the “DRD”) for
any corporation carrying debt (virtually all corporations) and would specifically tar-
get financial service companies, which tend to be more debt-financed. The purpose
of the DRD is to eliminate, or at least alleviate, the impact of potential multiple
layers of corporate taxation. However, this proposal would exacerbate the multiple
taxation of corporate income, penalize investment, and mark a retreat from efforts
to develop a more fair, rational, and simple tax system.

Deny The DRD For Certain Preferred Stock—This is another proposal that would
deny the DRD for certain types of preferred stock which the Administration believes
are more like debt than equity. Although concerned that dividend payment from
such preferred stock more closely resemble interest payment than debt, the proposal
does not include a provision to allow issuers to take interest expense deductions on
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such payments. Accordingly, the instruments would be denied both equity and debt
tax benefits.

Reinstate Superfund Excise Taxes And The Environmental Tax On Corporate In-
come—Excise taxes which were levied on various petroleum products, chemicals and
imported substances and dedicated to the Superfund Trust Fund would be rein-
stated through September 30, 2009. The corporate environmental income tax (which
was also dedicated to the Superfund Trust Fund) would be reinstated through De-
cember 31, 2009. These taxes expired on December 31, 1995. These Superfund taxes
should be thoroughly examined, evaluated and made part of a comprehensive plan
to reform the Superfund program before they are reinstated.

Defer Interest Deduction And Original Issue Discount On Certain Convertible
Debt—The Administration has proposed to defer deductions for interest accrued on
convertible debt instruments with original issue discount (“OID”) until the interest
is paid in cash. However, these hybrid instruments and convertible OID bond in-
struments have allowed many U.S. companies to raise billions of dollars of invest-
ment capital. This proposal is contrary to sound tax policy that matches the accrual
of interest income by holders of OID instruments with the ability of issuers to de-
duct accrued interest. Re-characterizing these instruments as equity for tax pur-
poses is fundamentally incorrect and would put American companies at a distinct
disadvantage to their foreign competitors, which are not bound by such restrictions.

Increase Taxes On Tobacco Sales—The Administration plans to propose tobacco
legislation that would raise revenues of $34.5 billion over the next five years. Re-
gardless of the Administration’s altruistic motives to reduce teenage smoking, levy-
ing such a huge tax increase on a single industry would set a dangerous precedent
for future tax increases on other industries.

Convert Airport And Airway Excise Taxes To Cost-Based User Fees—Excise taxes
which are currently levied on domestic and international air passenger transpor-
tation and domestic air freight transportation and deposited in the Airport and Air-
way Trust Fund would be reduced as new cost-based user fees for air traffic services
are phased in beginning in 2000. The excise taxes would be reduced as necessary
to ensure that the amount collected each year from the user fees and excise taxes
is, in the aggregate, equal to the total budget resources requested for the Federal
Aviation Administration in the succeeding year. A $5.3 billion tax increase on the
business community and the public-at-large, especially before the issue of whether
existing excise taxes should be replaced by cost-based user fees is fully debated, is
unacceptable and should be thwarted.

BUSINESS TAX RELIEF IS NEEDED

Instead of asking for the adoption of proposals that would add to the federal tax
burden on the business community, the Administration should be leading the way
in reducing the encumbrance in a meaningful manner especially when the federal
government is collecting more taxes than it needs. Accordingly, the Chamber rec-
ommends that there be tax relief in at least the following areas:

Alternative Minimum Tax—Both the individual and corporate alternative mini-
mum tax (“AMT”) negatively affect American businesses, particularly those that in-
vest heavily in capital assets. The Taxpayer Relief Act of 1997 (the “1997 Act”) ex-
empts “small business corporations” from the corporate AMT, however, unincor-
porated businesses are still subject to the individual AMT, and larger corporations
remain subject to the corporate AMT.

While the Chamber supports the full repeal of both the individual and corporate
AMT, to the extent complete repeal is not feasible, significant reforms should be en-
acted. Such reforms include providing a “small business” exemption for individual
taxpayers; eliminating the depreciation adjustment; increasing the individual AMT
exemption amounts; allowing taxpayers to offset their current year AMT liabilities
with accumulated minimum tax credits; and making the AMT system less com-
plicated and easier to comply with.

Capital Gains Tax—Lower capital gains tax rates for both individuals and cor-
porations would help maintain our growing economy by promoting capital invest-
ment and mobility. Although the 1997 Act reduced the maximum capital gains tax
rate for individuals from 28 percent to 20 percent (10 percent for those in the 15-
percent income-tax bracket), it should be reduced even further. In addition, capital
gains tax relief is still needed for corporations, whose capital gains continue to be
taxed at regular corporate income tax rates (to a maximum of 35 percent).

Estate and Gift Tax—The federal estate and gift tax is an inefficient, distortive
tax that discourages saving, investment and job growth, unfairly penalizes small
businesses, and accounts for little more than one percent of total federal revenues.
It can deplete the estates of those who have saved their entire lives and force suc-
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cessful small businesses to liquidate or lay off workers. With a maximum rate of
55 percent, the tax is confiscatory, and its compliance, planning and collection costs
are extremely high in relationship to the tax collected (according to the Joint Eco-
nomic Committee).

The Chamber supports legislation introduced by Representative Cox (R-CA) and
Senator Kyl (R-AZ), the Family Heritage Preservation Act (H.R. 86; S. 56), which
would immediately repeal the estate and gift tax, as well as legislation introduced
by Representatives Dunn (R-WA) and Tanner (D-TN) and Senator Campbell (R—
CO), the Estate and Gift Tax Rate Reduction Act of 1999 (H.R. 8; S. 38), which
would phase-out the tax over 11 years by annually reducing each rate of tax by five
percentage points.

Equipment Expensing—In order to spur additional investment in income-produc-
ing assets, businesses should be able to fully expense the cost of their equipment
purchases in the year of purchase. In particular, the small business equipment ex-
pensing allowance—which is $19,000 for 1999 and scheduled to increase to $25,000
by 2003—should be increased or immediately accelerated to the $25,000 amount.

Foreign Tax Rules—The jobs of many U.S. workers are tied to the exports and
foreign investments of U.S. businesses and job growth is becoming increasingly de-
pendent on expanded, competitive, and strong foreign trade. The current federal tax
code restrains U.S. businesses from competing most effectively abroad—which in
turn reduces economic growth in the U.S. While the 1997 Act contained some for-
eign tax relief and simplification measures, our foreign tax rules need to be further
simplified and reformed so American businesses can better compete in today’s global
economy.

The Chamber supported the International Tax Simplification for American Com-
petitiveness Act of 1998 (H.R. 4173; S 2231), introduced by Representatives Hough-
ton and Levin, and Senators Hatch and Baucus in the 105th Congress, and its sub-
stantively similar predecessors in the 105th and prior Congresses. The Chamber
also supports legislation (H.R. 681), introduced by Representatives McCrery (R-LA)
and Neal (D-MA), which would permanently extend the active financing income ex-
ception to Subpart F, and the Defense Jobs and Trade Promotion Act of 1999 (H.R.
796), introduced by Representative S. Johnson (R-TX), which would repeal the limi-
tation on the amount of receipts that defense product exporters may treat as exempt
foreign trade income.

Independent Contractor/Worker Classification—The reclassification by the Inter-
nal Revenue Service of workers from independent contractors to employees can be
devastating to business owners, as it can subject them to large amounts of back fed-
eral and state taxes, penalties and interest. Existing classification rules must be
simplified and clarified so disputes with the IRS are minimized. The Chamber has
supported legislation that would provide more objective “safe harbors” for determin-
ing the status of a worker.

Research and Experimentation Tax Credit—The research and experimentation
(“R&E”) tax credit encourages companies to invest additional resources into the re-
search, development and experimentation of products and services that benefit soci-
ety as a whole. While the 1998 Omnibus Budget Bill extended this credit through
June 30, 1999, it needs to be extended permanently, and further expanded, so busi-
nesses can better rely on and utilize the credit. The Chamber supports legislation
(H.R. 835) introduced by Representatives Johnson (R-CT) and Matsui (D-CA) which
expands and permanently extends the R&E tax credit.

S-Corporation Reform—The existing federal tax laws relating to S-corporations
need to be updated, simplified and reformed so small businesses can access more
funds and better compete in today’s economy. While various relief provisions were
enacted in 1996, other reforms still need to be implemented, including the allowance
of “plain vanilla” stock, elimination of “excess passive investment income” as a ter-
mination event, and modification of how certain fringe benefits are taxed to S cor-
poration shareholders. The Chamber supports legislation introduced by Representa-
tive Shaw (R-FL), the Subchapter S Revision Act of 1999 (H.R. 689), which contains
these and other measures.

Self-Employed Health Insurance Deduction—Self-employed individuals can only
deduct a portion of their health insurance costs each year (60 percent in 1999, 2000,
2001, 70 percent in 2002, and 100 percent in 2003 and thereafter). The Chamber
believes that the self-employed should be able to fully deduct their health insurance
expenses in the year incurred.

CONCLUSION

Our country’s long-term economic health depends on sound economic and tax poli-
cies. The federal tax burden on American businesses is too high and needs to be
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reduced. Our federal tax code wrongly favors consumption over savings and invest-
ment. As we continue to prepare for the economic challenges of the next century,
we must orient our tax policies in a way that encourages more savings, investment,
productivity growth, and economic growth.

The revenue-raising provisions contained in the Administration’s Fiscal Year 2000
budget proposal would further increase taxes on businesses and reduce savings and
investment. The U.S. Chamber urges that these provisions be rejected, and not in-
cluded in any legislation.

Chairman ARCHER. Thank you, Mr. Sinclaire.
Mr. Lifson, if you will identify yourself for the record, you may
proceed.

STATEMENT OF DAVID A. LIFSON, CHAIR, TAX EXECUTIVE
COMMITTEE, AMERICAN INSTITUTE OF CERTIFIED PUBLIC
ACCOUNTANTS

Mr. LIFSON. My name is David Lifson. Thank you, Mr. Chair-
man. I am the chair of the Tax Executive Committee of the Amer-
ican Institute of CPAs. We are pleased to present our comments on
selected revenue proposals in the President’s fiscal year 2000 budg-
et.

Our members work daily with the tax provisions that you enact,
and we are committed to helping make our tax system as simple
and as fair as possible. The tax law is exceedingly difficult, and we
help our clients cope with its complexity.

Our involvement with taxpayers assists both the government and
our clients by assuring that taxpayers pay their fair share of taxes
but no more. Where the tax law is complex, we want to work with
you to craft legislation that accomplishes your policy objectives
with the least possible confusion and uncertainty for taxpayers.

We have several major concerns about the administration’s pro-
posal. In recent years, tax legislation has increasingly included
complex thresholds, ceiling, phase-ins, phase-outs, effective dates,
and sunset dates in your efforts to provide benefits within the lim-
its of revenue neutrality. The administration’s budget tax proposals
WOléld increase complexity through the numerous proposed targeted
credits.

While we have no doubt that these credits are well-intentioned,
cumulatively, they would further weigh down our tax system.
Many average taxpayers do not understand the benefit to which
they are entitled, and while it is still early, we believe that many
taxpayers will miss some of the benefits that you intended to de-
liver to them on their 1998 tax return.

Other taxpayers are disappointed to learn that they do not qual-
ify for benefits that they have heard about because complex fine-
print phase-outs disqualify them. Taxpayers cannot be expected to
plan, and they have trouble even complying with this level of com-
plexity.

We have provided you with a detailed recommendation for stand-
ard phase-ins and phase-outs. It would greatly simplify the tax
law, particularly as it applies to middle-income families. This in-
volves simplifying over 65 different provisions in the Tax Code in
three concise areas.
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Another area that needs no complexity introduction, is the alter-
native minimum tax. We are concerned that while it is a good idea
to enact the proposed credit, the proposed additional adjustment in
the budget for the next 2 years, to keep the alternative minimum
tax from encroaching on people for whom it was not intended.

We ultimately encourage you to repeal the AMT. If you cannot
find a way to repeal it, you need to greatly simplify it. I won’t re-
peat the many wise comments that were made earlier that many
of the elements that were left over in the AMT no longer serve
their purpose.

Another area that we are extremely concerned about is section
127, Education Exclusion. We think there needs to be certainty in
education benefits, and we don’t understand why that shouldn’t be
made a permanent change so students could plan 4-year careers
with reasonable certainty about the tax law.

We also applaud—we have some things we can applaud about
the administration’s proposals, especially the portability of retire-
ment savings and pension plans. This is an area where we think
it is important that citizens be given more responsibility for their
own retirement savings, and is very consistent with the realities on
the concerns of today’s very mobile work force.

The administration has proposed measures to curtail what are
described as tax avoidance transactions. We oppose abuses of our
tax system by improper activities, and believe that their restriction
makes the tax system fairer for all. However, Congress should
carefully examine the Treasury’s proposals. Since we believe that
part of abuse curtailment, the administration is recommending
policies that are not properly focused and would not address the
issues.

Further, we know that you have instructed the IRS and Treasury
and Joint Tax Committee to come up with a rationalization of the
penalty and interest system. We think that is the place for penalty
reform to be debated. We think that if penalties are not clearly un-
derstood by the participants, then they will not act as a deterrent
for behavior that is objectionable to this Congress.

We also oppose the administration’s proposed tax on investment
income of trade associations. The recommendation is not consistent
with the general thrust of the tax law, and it would bring addi-
tional taxes and further layers of complexity to many small and
medium-size business organizations.

We thank you for the time to comment on some specific propos-
als. We have a lengthy submission with some solutions as well as
raising problems.

Thank you for your time, and we stand at the ready.

[The prepared statement follows:]

Statement of David A. Lifson, Chair, Tax Executive Committee, American
Institute of Certified Public Accountants

Mr. Chairman, and members of this distinguished committee:

My name is David A. Lifson, and I am the chair of the Tax Executive Committee
of the American Institute of Certified Public Accountants (AICPA). I am pleased to
present to you, today, our comments on selected revenue proposals in the Presi-
dent’s fiscal year 2000 budget. The AICPA is the professional association of certified
public accountants, with more than 330,000 members, many of whom provide com-
prehensive tax services to all types of taxpayers, including businesses and individ-
uals, in various financial situations. Our members work daily with the tax provi-
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sions you enact, and we are committed to helping make our tax system as simple
and fair as possible.

The tax law is exceedingly difficult, and we help our clients cope with this com-
plexity. Our involvement with taxpayers assists both client and government by as-
suring that taxpayers pay their fair share of taxes and no more. Where the tax law
is complex, we want to work with you to craft legislation that accomplishes your
objectives with the least possible confusion and uncertainty for taxpayers.

We have several major concerns about the Administration’s proposals. In recent
years, tax legislation has increasingly included complex thresholds, ceilings, phase-
ins, phase-outs, effective dates, and sunset dates in an effort to provide benefits as
broadly as possible within the limits of revenue neutrality. The Administration’s
budget tax proposals, as drafted, continue this trend through the numerous pro-
posed targeted credits. While these credits are well-intentioned, cumulatively they
would further weigh down our tax system with complexity. Many average taxpayers
do not understand the benefits to which they are entitled, and while it is still early,
we believe that taxpayers will miss some of the benefits that you intended for them
to take on their 1998 returns all too frequently. Other taxpayers are disappointed
to learn that they do not qualify for benefits that they have heard about because
of complex, fine-print phase-outs. Taxpayers cannot plan and they have trouble even
complying with this complexity. Our statement below contains a recommendation
for standard phase-ins and phase-outs that will greatly simplify the tax law, par-
ticularly as it applies to middle income families. Depending on the income levels of
phase-ins and phase-outs, this proposal should not be unduly expensive, and would
be a substantial improvement to our tax system. In the area of tax simplification,
we also encourage you to consider alternatives to targeted tax credits and cuts, in-
cluding an increased standard deduction, increased personal exemption amount, re-
duction of the income level at which current rates apply, and relief from the mar-
riage penalty.

The Administration’s proposal extends, for two years, refundable credits against
the individual alternative minimum tax to offset the application of AMT to middle-
income taxpayers as a result of credits enacted in the Taxpayer Relief Act of 1997.
At that time, we brought these problems to your attention, and while we support
the temporary relief the Administration proposes, we strongly encourage you to re-
peal the AMT or at least greatly simplify it. The AMT is a burden on our tax sys-
tem, and this burden is increasingly being placed on middle-income taxpayers. We
have included detailed recommendations for AMT simplification in our statement in
the event you reject the cause for outright repeal.

The Section 127 exclusion for employer-provided educational assistance needs to
have greater stability in our tax law. While the temporary extension proposed in
the budget is helpful, it does not provide the dependably consistent incentive that
will encourage students to undertake the substantial personal and financial commit-
ment necessary to prepare them for the future. Section 127 education benefits
should be made permanent, not just extended.

We applaud the Administration’s proposals to improve the portability of retire-
ment savings and pension plans. This helps citizens take greater responsibility for
their retirement savings and is consistent with today’s mobile workforce.

The Administration has proposed measures to curtail what are described as “tax
avoidance transactions.” We oppose abuses of our tax system by improper activities,
and believe that their restriction makes the tax system fairer for all. However, Con-
gress should carefully examine Treasury’s proposals, since we believe, as part of
abuse curtailment, the Administration is recommending standards that are not
properly focussed or defined to address the issues. Many have already observed that
the proposed standards are overly broad and vague. Further, new or enhanced pen-
alties to encourage compliance in this area should be considered as part of the pen-
alty study presently being undertaken by the Joint Tax Committee staff and the
Treasury Department, not just as add-ons to an already patchwork tax penalty
structure. We would be happy to work with Congress and the Treasury in distin-
guishing between legitimate tax planning and improper tax activities.

We oppose the Administration’s proposal to tax investment income of trade asso-
ciations. This recommendation is not consistent with the general thrust of the tax
law in making these organizations exempt and is not consistent with sound business
practices of trade associations. The proposal would bring additional taxes and com-
plexity to many small and medium-sized organizations.

The AICPA has not fully completed its review of the Administration’s budget tax
proposals. We have commented on some specific proposals below and hope to provide
additional comments as soon as our committees complete their work. We appreciate
this opportunity to provide comments and would be happy to answer any questions.
Please contact David Lifson, Chair of the Tax Executive Committee, or Gerald
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Padwe, Vice-President-Taxation of the AICPA, if we can be of assistance. Thank you
for considering our comments.

I. INDIVIDUAL INCOME TAX PROPOSALS GENERALLY

The Administration’s revenue proposals contain numerous provisions affecting in-
dividuals, such as: a new long-term care credit, a new disabled workers tax credit,
the child and dependent care tax credit expansion, the employer-provided edu-
cational assistance exclusion extension, a new energy efficient new homes credit, the
electric vehicles credit extension, AMT relief extension, a new D.C. homebuyers
credit, optional self-employment contributions computations, a new severance pay
exemption, a new rental income inclusion, etc. While we are not commenting on the
policy need for these provisions, we note that Congress must consider the general
administrability of these provisions.

We are very concerned about the increasing complexity of the tax law as a result
of targeted individual tax cuts. The 1997 Taxpayer Relief Act contained several tar-
geted individual tax cuts that were first effective for 1998 individual income tax re-
turns. As discussed in the Wall Street Journal of February 17, 1999, these provi-
sions, while providing tax relief to certain individuals, have greatly increased the
complexity of the preparation of individual income tax returns. This increased com-
pliance burden is born mostly by lower income taxpayers who can least afford the
cost of hiring a professional income tax return preparer.

IRS National Taxpayer Advocate W. Val Oveson, in his first report to Congress,
stated that increasing tax law complexity is imposing significant compliance and ad-
ministrative burdens on the IRS and taxpayers. The report also cited the increasing
complexity caused by the targeted individual tax cuts contained in the 1997 Tax-
payer Relief Act.

The Administration’s tax proposals contain 28 new targeted tax cuts. Many of
these provisions have limited applicability; none are available to high-income tax-
payers. Unfortunately, the way these provisions are drafted with different income
limits for each provision, taxpayers need to make many additional tax calculations
just to determine if they are eligible for the tax benefit. The Administration’s tax
proposals will add several additional income limits to the Internal Revenue Code.

Below are a few examples of provisions in the Administration’s tax proposals that
have different phase-out limits:

* The long-term care credit and disabled workers tax credit would be phased out
“by $50 for each $1,000 (or fraction thereof) by which the taxpayer’s modified AGI
exceeds” $110,000 (married filing a joint return taxpayers), $75,000 (single/head of
household), or $55,000 married filing separate.

¢ The first-time D.C. homebuyers credit phases out for individuals with AGI be-
tween $70,000 and $90,000 ($110,000 to $130,000 for joint filers).

* The severance pay exemption would not apply if the total severance payments
received exceed $75,000.

¢ The expanded child and dependent care credit proposal would allow taxpayers
the 50 percent credit rate if their AGI is $300,000 or less, then the credit rate would
be reduced by one percentage point for each additional $1,000 of AGI in excess of
$300,000, and taxpayers with AGI over $59,000 would be eligible for a 20 percent
credit rate.

¢ The student loan interest deduction (to which the President’s proposal would
eliminate the current 60-month limit) phases out ratably for single taxpayers with
AGI between $40,000 and $55,000 and between $60,000 and $75,000 for married fil-
ing a joint return taxpayers.

This type of law, with so many different phase-out limits, provides incredible chal-
lenges for middle-income taxpayers, in determining how much of what benefit they
are entitled to. We suggest common phase-out limits among all individual tax provi-
sions in order to target benefits to one of three uniform groups and simplify the law.
Our phase-out simplification proposal is attached.

Another problem with these targeted tax cuts is that the impact of the alternative
minimum tax (AMT) on these cuts is not adequately addressed. This is evidenced
by the provision in the 1998 IRS Restructuring and Return Act and the provision
in the Administration’s tax proposals that provide temporary relief from the AMT
for individuals qualifying for some of the targeted tax credits. We believe that the
individual alternative minimum tax needs to be simplified; our proposal is attached.

Finally, much of the complexity in the individual income tax system is the result
of recent efforts to provide meaningful tax relief to medium and low-income tax-
payers. In order to aid simplification, we believe that Congress should consider al-
ternatives to targeted tax cuts, including the new ones proposed by the Administra-
tion, with provisions such as the following:
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* Increased standard deduction.

¢ Increased amount for personal exemptions.

¢ Increasing the taxable income level where the 28 percent tax and the 31 percent
tax rate begins.

¢ Marriage penalty relief.

The AICPA would like to further study the complexity caused by the proliferation
of credits with their complex provisions, and hopes to provide further specific com-
ments as this legislation progresses.

Phase-Outs Based on Income Level

Present Law.—Numerous sections in the tax law provide for the phase-out of ben-
efits from certain deductions or credits over various ranges of income based on var-
ious measures of the taxpayer’s income. There is currently no consistency among
these phase-outs in either the measure of income, the range of income over which
the phase-outs apply, or the method of applying the phase-outs. Furthermore, the
ranges for a particular phase-out often differ depending on filing status, but even
these differences are not consistent. For example, the traditional IRA deduction
phases out over a different range of income for single filers than it does for married-
joint filers; whereas the $25,000 allowance for passive losses from rental activities
for active participants phases out over the same range of income for both single and
married-joint filers. Consequently, these phase-outs cause inordinate complexity,
particularly for taxpayers attempting to prepare their tax returns by hand; and the
instructions for applying the phase-outs are of relatively little help. See the attached
Exhibit for a listing of most current phase-outs, including their respective income
measurements, phase-out ranges (for 1998) and phase-out methods.

Note that currently many the phase-out ranges for married-filing-separate (MFS)
taxpayers are 50 percent of the range for married-filing-joint (MFJ), while many of
the phase-out ranges for single and head of household (HOH) taxpayers are 75 per-
cent of married-joint. That causes a marriage penalty when the spouses’ incomes are
relatively equal.

Recommended Change.—True simplification could easily be accomplished by
eliminating phase-outs altogether. However, if that is considered either unfair (sim-
plicity is often at odds with equity) or bad tax policy, significant simplification can
be achieved by creating consistency in the measure of income, the range of phase-
out (including as between filing statuses) and the method of phase-out.

Instead of the approximately 20 different phase-out ranges (shown in attached Ex-
hibit A), there should only be three—at levels representing low, middle, and high
income taxpayers.

If there are revenue concerns, the ranges and percentages could be adjusted, as
long as the phase-outs for each income level group (i.e., low, middle, high income)
stayed consistent across all relevant provisions. In addition, marriage penalty im-
pact should be considered in adjusting phase-out ranges for revenue needs.

We propose that, in an effort to eliminate the marriage penalty and simplify the
Code, all phase-out ranges for married-filing-separate (MFS) taxpayers should be
the same as those for single and head of household (HOH) taxpayers, which would
be 50 percent of the range for married-filing-joint (MFJ) range.

The benefits that are specifically targeted to low-income taxpayers, such as the
earned income credit, elderly credit, and dependent care credit, would phase-out
under the low-income taxpayer phase-out range. The benefits that are targeted to
low and middle income taxpayers, such as the traditional IRA deduction and edu-
cation loan interest expense deduction, would phase-out under the middle-income
taxpayer phase-out range. Likewise, those benefits that are targeted not to exceed
high income levels, such as the new child credit, the new education credits and Edu-
cation IRA, and the new Roth IRA, as well as the existing law AMT exemption,
itemized deductions, personal exemptions, adoption credit and exclusion, series EE
bond exclusion, and section 469 $25,000 rental exclusion and credit, would phase-
out under the high-income taxpayer phase-out range. See the chart below.

Proposed Adjusted Gross Income Level Range for Beginning to End of Phase-Out for Each Filing Status

Category of Taxpayer Married Filing Joint Single & HOH & MFS
LOW-INCOME .... $ 15,000-$ 37,500 $ 7,500-$ 18,750
MIDDLE-INCOME . $ 60,000-$ 75,000 $ 30,000-$ 37,500
HIGH-INCOME ......cccocveviiinieienens $225,000-$450,000 $ 112,500-$225,000




EXHIBIT A—Selected AGI Phase-Out Amounts

IRC Sec-

Current—Married/

tfion Provision Ft nt. Current-Joint Current—Single & HOH Sep. Proposed-Joint Proposedgsl\}lr%gée & HOH
PHASE-OUT LEVELS FOR LOW-INCOME TAXPAYERS
21 s 30 Percent Depend- (3) .......... $10,000-$20,000 $10,000-$20,000 No credit ................ $15,000-$37,500 $7,500-$18,750
ent Care Credit.
Elderly Credit ....... (4) s $10,000-$25,000 $7,500-$17,500 $5,000-$12,500 ..... $15,000-$37,500 $7,500-$18,750
EITC (No Child) .... (2,3,4) $5,570-$10,030 $10,030 No credit $15,000-$37,500 $7,500-$18,750
EITC (1 Child) ...... (2,34) ... $12,260-$26,473 $12,260-$26,473 No credit ................ $15,000-$37,500 $7,500-$18,750
EITC (2 or More (2,3,4) ... $12,260-$30,095 $12,260-$30,095 No credit ................ $15,000-$37,500 $7,500-$18,750
Children).
PHASE-OUT LEVELS FOR MIDDLE-INCOME TAXPAYERS
219 ......... IRA Deduction w/ 1,79 ... $50,000-$60,000 $30,000-$40,000 No deduction ......... $60,000-$75,000 $30,000-$37,500
retirement plan.
221 ... Education Loan In- (1,2,6) .... $60,000-$75,000 $40,000-$55,000 No deduction ......... $60,000-$75,000 $30,000-$37,500
terest Exp..
PHASE-OUT LEVELS FOR HIGH-INCOME TAXPAYERS
24 oo Child Credit .......... (1,5,6) .... $110,000— $75,000—  $55,000— ................ $225,000-$450,000 $112,500-$225,000
25A ... Hope Credit & (1,2,6) .... $80,000-$100,000 $40,000-$50,000 No credit ................ $225,000-$450,000 $112,500-$225,000
Lifetm. Lrng. Cr..
23 & 137 Adoption Credit/ 1,7 .. $75,000-$115,000 $75,000-$115,000 No benefit .............. $225,000-$450,000 $112,500-$225,000
Exclusion.
55(d) ...... AMT Exemption .... (1,8) ....... $150,000-$330,000 $112,500-$247,500 $75,000-$165,000 $225,000-$450,000 $112,500-$225,000
68 ..o Itemized Deduction (2) .......... $124,500— $124,500— $62,250— ................ $225,000-$450,000 $112,500-$225,000
level.
135 ......... EE Bond int. Ex- (1,2,7) $78,350-$108,350 $52,250-$67,250 No exclusion .......... $225,000-$450,000 $112,500-$225,000
clusion.
151 ......... Personal Exemp- (2) e $186,800-$309,300 $124,500-$247,000 $93,400-$154,650 $225,000-$450,000 $112,500-$225,000
tion. HOH$155,650—
$278,150
219(g)(7) IRAw/spouse w/ (1,6,7) $150,000-$160,000 Not applicable No deduction ......... $225,000-$450,000 $112,500-$225,000

retrmt.plan.

9L
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Additionally, instead of the differing methods of phase-outs (shown in attached
Exhibit B), the phase-out methodology for all phase-outs would be the same, such
that the benefit phases out evenly over the phase-out range. Every phase-out should
be based on adjusted gross income (AGI).

EXHIBIT B—Current Method of Phase-Out

Code Section(s) Tax Provision Current Methodology for Phase-outs Application

21 e Dependent Care Credit ... | Credit percent reduced from 30 percent to 20 per-
cent in AGI range noted by 1 percent credit for
each $2,000 in income

22 e Elderly Credit .................. Credit amount reduced by excess over AGI range

23 & 137 ....... Adoption Credit & Exclu- | Benefit reduced by excess of modified AGI over low-
sion. est amount noted divided by 40,000

24 i, Child Credit ......ccco........ Credit reduced by $50 for each $1,000 in modified

AGI over lowest amount divided by 10,000 (sin-
gle) and 20,000 (joint)
Education Credits (Hope/ | Credits reduced by excess of modified AGI over low-

Lifetime Learning). est amount divided by 10,000 (single) and 20,000

(joint)

32 e Earned Income Credit ..... Credit determined by earned income and AGI lev-
els

515 S, AMT Exemption .............. Exemption reduced by %4 of AGI in excess of lowest
amount noted

68 e Itemized Deductions ........ Itemized deductions reduced by 3 percent of excess
AGI over amount noted

135 oo Series EE Bonds .............. Excess of modified AGI over lowest amount divided

by 15,000 (single), 30,000 (joint) reduces exclud-
able amount
151 e Personal Exemption ........ AGI in excess of lowest amount, divided by 2,500,
rounded to nearest whole number, multiplied by
2, equals the percentage reduction in the exemp-
tion amounts

219 e Traditional IRA w/ Re- Individual retirement account (IRA) limitation
tirement Plan. ($2,000/$4,000) reduced by excess of AGI over
lowest amount noted divided by $10,000
219(g)(7) ........ IRA w/Spouse w/ Deduction for not active spouse reduced by excess
Retiremt. Plan. of modified AGI over lowest amount noted di-
vided by 10,000
221 e Education Loan Interest | Deduction reduced by excess of modified AGI over
Expense Deduction. lowest amount noted divided by 15,000
408A .............. Roth IRA ..o Contribution reduced by excess of modified AGI

over lowest amount noted divided by 15,000 (sin-
gle) and 10,000 (joint)

408A .............. IRA Rollover-Roth IRA ... | Rollover not permitted if AGI exceeds 100,000 or if
MFS
4693) oo Passive Loss Rental Benefit reduced by 50 percent of AGI over lowest
$25,000 Rule. amount noted
530 e Education IRA Deduction | Contribution reduced by excess of modified AGI

over lowest amount noted divided by 15,000 (sin-
gle) and 10,000 (joint)

Contribution to Simplification.—The current law phase-outs complicate tax re-
turns immensely and impose marriage penalties. The instructions related to these
phase-outs are difficult to understand and the computations often cannot be done
by the average taxpayer by hand. The differences among the various phase-out in-
come levels are tremendous. Either we should eliminate phase-outs and accomplish
the same goal with a lot less complexity by adjusting rates, or at least make the
phase-outs applicable at consistent income levels (only three) and apply them to con-
sistent ranges and use a consistent methodology. This would ease the compliance
burden on many individuals. If there were only three ranges to know and only one
methodology, it would be easier to recognize when and how a phase-out applies. Por-
tions of numerous Internal Revenue Code sections could be eliminated. By making
the MFJ phase-out ranges double the ranges applicable to single individuals, and
by making the MFS ranges the same as single individuals, the marriage penalty as-
sociated with phase-out ranges would be eliminated.
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Alternative Minimum Tax Proposal

Background on AMT.—The budget proposals would extend, for two years, the
availability of refundable credits against the individual alternative minimum tax.
Thus, this issue has now joined the list of “extenders” or “expiring provisions” which
Congress must address every few years, searching for the revenues to prevent some
tax inequity (as here) or maintain some tax incentive.

We are clearly pleased to support this proposal, but we would caution the Con-
gress (as we have in the past) that there are many more issues with the individual
AMT that need to be addressed. Some of these issues are discussed below.

Complexity of AMT.—The AMT is one of the most complex parts of the tax sys-
tem. Each of the adjustments of Internal Revenue Code (IRC) section 56, and pref-
erences of IRC section 57, requires computation of the income or expense item under
the separate AMT system. The supplementary schedules used to compute many of
the necessary adjustments and preferences must be maintained for many years to
allow the computation of future AMT as items turn around.

Generally, the fact that AMT cannot always be calculated directly from informa-
tion on the tax return makes the computation extremely difficult for taxpayers pre-
paring their own returns. This complexity also calls into question the ability of the
Internal Revenue Service (IRS) to audit compliance with the AMT. The inclusion of
adjustments and preferences from pass-through entities also contributes to the com-
plexity of the AMT system.

Effects of the Taxpayer Relief Act of 1997 and AMT on Individual Taxpayers.—
If the Administration’s budget proposal on temporary AMT relief expansion is not
enacted, several tax credits included in the Taxpayer Relief Act of 1997 will have
a dramatic impact on the number of individuals who will find themselves subject
to the alternative minimum tax (AMT). For many, this will come as a real surprise
and, in all likelihood, will cause substantial problems for the IRS, which will have
to redirect significant resources to this area in the future to ensure compliance, edu-
cate taxpayers, and handle taxpayer questions. We believe the Administration’s pro-
Fo?al should be for permanent AMT relief rather than just temporary two-year re-

ief.

Most sophisticated taxpayers understand that there is an alternative tax system,
and that they may sometimes wind up in its clutches; unsophisticated taxpayers,
however, may never have even heard of the AMT, certainly do not understand it,
and do not expect to ever have to worry about it. Unfortunately, that is changing—
and fairly rapidly—since a number of the more popular items, such as the education
and child credits that were recently enacted, offset only regular tax and not AMT.
Due to these changes, we believe it is most important that Congress obtain informa-
tion (from Treasury, the Joint Committee on Taxation staff, or OMB) not only as
to the revenue impact of the interaction of all these recent tax changes with the
AMT, but also of the likely number of families or individuals that will be paying
AMT as a result of the 1997 tax legislation.

Indexing the AMT Brackets and Exemption.—While the AICPA has not under-
taken detailed studies, we have all seen, during the past year, anecdotal examples
indicating the likelihood that taxpayers with adjusted gross incomes in the $60,000-
$70,000 range (or below) will be subject to AMT. Aside from the fairness issues in-
volved—this is not the group that the AMT has ever been targeted to hit—we see
some potentially serious compliance and administration problems. Many of these
taxpayers have no idea that they may be subject to the AMT (if, indeed, they are
even aware that there is an AMT). Thus, we anticipate large numbers of taxpayers
not filling out a Form 6251 or paying the AMT who may be required to do so, thus
requiring extra enforcement efforts on the part of the IRS to make these individuals
(most of whom will be filing in absolute good faith) aware of their added tax obliga-
tions. Further, IRS notices to these taxpayers assessing the proper AMT may well
be perceived as unfair, subjecting the IRS to unfair criticism that should be directed
elsewhere.

Individual AMT Recommendations.—We recognize that there is no simple solution
to the AMT problem given the likely revenue loss to the government. As a start,
however, Congress should consider:

1. Increasing and/or indexing the AMT brackets and exemption amounts.

2. Eliminating itemized deductions and personal exemptions as adjustments to
regular taxable income in arriving at alternative minimum taxable income (AMTI)
(e.g., all—or possibly a percentage of—itemized deductions would be deductible for
AMTTI purposes).

3. Eliminating many of the AMT preferences by reducing for all taxpayers the reg-
ular tax benefits of AMT preferences (e.g., require longer lives for regular tax depre-
ciation).
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4. Allowing certain regular tax credits against AMT (e.g., low-income tax credit,
tuition tax credits)—permanently, rather than just for the next two years.

5. Providing an exemption from AMT for low and middle-income taxpayers with
regular tax AGI of less than $100,000.

6. Considering AMT impact in all future tax legislation.

Due to the increasing complexity, compliance problems, and a perceived lack of
fairness towards the intended target, an additional alternative Congress might also
want to consider is eliminating the individual AMT altogether.

Contribution to Simplification of AMT.—The goal of fairness that is the basis for
AMT has created hardship and complexity for many taxpayers who have not used
preferences to lower their taxes but have been caught up in the system’s attempt
to bring fairness. Many of these individuals are not aware of these rules and com-
plete their return themselves, causing confusion and errors. The 1997 law and the
impact of inflation on indexed tax brackets and the AMT exemption are causing
more lower income taxpayers to be inadvertently subject to AMT. Increasing and/
or indexing the AMT brackets and exemption (recommendation 1) would solve this
problem.

Under recommendation 2, those individuals who are affected only by itemized de-
ductions and personal exemption adjustments would no longer have to compute the
AMT. Itemized deductions are already reduced by the 3 percent AGI adjustment,
2 percent AGI miscellaneous itemized deduction disallowance, 7.5 percent AGI medi-
cal expense disallowance, $100 and 10 percent AGI casualty loss disallowance, and
the 50 percent disallowance for meals and entertainment. Similarly, the phase out
of exemptions already affects high-income taxpayers. It is also worth noting that be-
cause state income taxes vary, taxpayers in high income tax states may incur AMT
solely based on the state in which they live, while other taxpayers with the same
adjusted gross income (AGI), but who live in states with lower or no state income
taxes, would not pay AMT. This results in Federal tax discrimination against resi-
dents of high tax states.

In addition, under recommendation 3, many of the AMT preferences could be
eliminated by reducing for all taxpayers the regular tax benefits of present law AMT
preferences (e.g., require longer lives for regular tax depreciation). This would add
substantial simplification to the Code, recordkeeping and tax returns.

Under recommendation 4, those who are allowed regular tax credits, such as the
low income or tuition tax credits, would be allowed to decrease their AMT liability
by the credits. This would increase simplicity and create fairness. Compliance would
be improved.

Under recommendation 5, fewer taxpayers will be subject to AMT and the associ-
ated problems. By increasing the AMT exemption to exclude low and middle income
taxpayers, the AMT will again be aimed at its original target—the high-income tax-
payer.

By eliminating AMT altogether, all the individual AMT problems would be solved.

Conclusion on AMT.—In conclusion, we see the AMT as becoming more prevalent
and causing considerable disillusion to many taxpayers whom do not see themselves
as wealthy and who will believe they are being punished unfairly. The AMT will
apply to many taxpayers it was not originally intended to affect. We believe our pro-
posals offer a wide range of ways to help address this problem.

1.B.2—EXCLUSION FOR EMPLOYER-PROVIDED EDUCATIONAL ASSISTANCE

Section 127 allows workers to exclude up to $5,250 a year in employer reimburse-
ments or direct payments for tuition, fees, and books for certain courses. This exclu-
sion expires on June 1, 2000. The President’s proposal would extend the Section 127
exclusion for eighteen months for both undergraduate and graduate courses.

We support extension of the Section 127 exclusion and encourage Congress to con-
sider making it a permanent part of the tax code. We also support re-inclusion of
graduate-level courses as expenses qualifying for the exclusion. Expanding and mak-
ing Section 127 a permanent part of the tax code would remove the uncertainty and
ambiguity that employees and employers now regularly face.

Evidence indicates that Section 127 has met the broad policy goals for which it
was designed. It has provided incentive for upward mobility of employees who might
not otherwise choose or be able to afford to return to school to improve their skills
and educational qualifications. It has reduced complexity in the tax law because it
does not require a distinction between job-related and non-job related educational
assistance. Further, it has also reduced possible inequities among taxpayers by al-
lowing lower-skilled employees, on a nondiscriminatory basis, eligibility for the ex-
clusion without worry about the job-related test.
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Complexity could be further reduced by making Section 127 permanent thereby
eliminating the periodic rolling forward of the expiration date and the need for ret-
roactive reinstatement. This is particularly troublesome to students who are plan-
ning a multi-year education program and cannot plan on consistent after-tax costs
throughout their education. These students are often on a tight budget and find it
difficult to plan for and implement full-degree programs.

The continued education and increased competence of the U.S. worker are critical
to surpassing the challenges of an international marketplace.

1.F.13-17—PROMOTE EXPANDED RETIREMENT SAVINGS, SECURITY, AND PORTABILITY

The President’s budget contains five provisions to increase pension portability, the
ability to roll over retirement savings between pension plans. The AICPA supports
these provisions and commends the Administration for addressing a complex area
of the tax law that is becoming increasingly utilized given our mobile workforce.
These provisions would simplify planning and reduce the pitfalls and penalties that
taxpayers run afoul of in attempting to comply with the current rules.

Under the budget proposal:

An eligible rollover distribution from a qualified retirement plan could be rolled
over to a qualified retirement plan, a Code section 403 (b) annuity, or a traditional
IRA. Likewise, an eligible rollover distribution from a Section 403 (b) annuity could
be rolled over to another Section 403 (b) annuity, a qualified retirement plan, or a
traditional IRA. The conduit IRA rules would be modified similarly.

Individuals who have a traditional IRA and whose IRA contributions have been
tax deductible would be allowed to transfer funds from their traditional IRA into
their qualified defined benefit retirement plan or Section 403(b) annuity, provided
that the retirement plan trustee meets the same standards as an IRA trustee.

After-tax employee contributions to a qualified retirement plan could be included
in a rollover contribution to a traditional IRA or another qualified retirement plan,
provided that the plan or IRA provider agrees to track and report the after-tax por-
tion of the rollover for the individual. Distributions of the after-tax contributions
would continue to be nontaxable.

Individuals would be permitted to roll over distributions from a governmental Sec-
tion 457 plan to a traditional IRA.

State and local employees would be able to use funds from their Section 403 (b)
annuities or government Section 457 plans to purchase service credits through a di-
rect transfer without first having to take a taxable distribution of these amounts.

In addition, there are numerous other pension provisions from previous budget
proposals which the AICPA supports. These provisions would: Make it easier for
workers to contribute to IRAs through payroll deduction at work; provide a three-
year small business tax credit to encourage them to start up retirement programs;
create a new simplified defined benefit pension plan (The SMART Plan-Secure
Money Annuity or Retirement Trust Plan); provide faster vesting of employer
matching contributions; improve pension disclosure; improve benefits of non-highly
compensated employees under Section 401 (k) safe harbor plans; simplify the defini-
tion of highly compensated employee; simplify full-funding limitations and Section
415 benefit limits for multi-employer plans, and eliminate partial termination rules
for multi-employer plans. All of these provisions would assist taxpayers in setting
up retirement plans and improve the overall rate of savings in the U.S.

The AICPA supports these recommendations and believes that Congress should
consider further efforts to encourage retirement savings and investment, including
making personal financial planning more available to employees through employee
benefits plans.

I.LH.7—SIMPLIFY THE ACTIVE TRADE OR BUSINESS REQUIREMENT FOR TAX-FREE SPIN-
OFFSs

The AICPA supports the Administration’s proposal to improve the operation of
Section 355. This is a longstanding one, well-known to the corporate tax community.
Current law poses trouble for taxpayers: for the unwary, a trap; for the well-ad-
vised, sometimes a costly (and economically unproductive) detour.

The problem lies in the statute itself, which accommodates pure holding compa-
nies, but not hybrids. In applying the “active conduct” test to holding companies,
Section 355(b)(2)(A) requires that “substantially all” of its assets consist of stock
(and securities) of controlled subsidiaries that are themselves engaged in the “active
conduct,” etc. The “substantially all” requirement is not defined in either statute or
regulations. The IRS has defined it, in the context of an advance ruling, as 90% of
gross assets. This raises a very high threshold for holding companies, one that can
be met only by pure (or virtually so) holding companies.
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The unwary taxpayer will make a distribution to shareholders that may wind up
as a tax controversy. The well-advised taxpayer will take a detour. The objective of
the detour is to convert the hybrid holding company into an operating company.
This can usually be accomplished, so long as the holding company has at least one
controlled subsidiary that meets the “active conduct” test. For example, the holding
company can cause the controlled subsidiary to be completely liquidated, so that the
latter’s active business is now operated directly by the holding company. From an
economic perspective, this step is meaningless because it shouldn’t matter whether
a business is conducted directly or indirectly. But the step is a tax cure-all because,
unlike a holding company, an operating company is not subject to a quantitative
test.?Rather, the latter is subject to a qualitative test: is it operating an active busi-
ness?

There is no apparent reason for the statute’s asymmetric approach to holding
companies and operating companies, respectively. According to IRS advance ruling
guidelines, at least 90% of a holding company’s gross assets must be invested in
qualifying assets, i.e., stock in controlled subsidiaries that are engage in the active
conduct,” etc. On the other hand, according to the IRS advance ruling guidelines,
an operating company need have as little at 5% of its gross assets invested in the
active business.

The Administration’s proposal would address this lack of symmetry by treating
an affiliated group as a single taxpayer. No longer would a hybrid holding company
be forced to relocate an active business within its corporate family in order to meet
the “active conduct” requirement. This amendment is entirely consistent with the
prevailing, single-entity theory of consolidated returns, and it has our full support.

II.A.1-6—CORPORATE TAX SHELTERS

The President’s budget contains sixteen proposals addressing “corporate tax shel-
ters.” The first six of these address the topic generically by imposing new penalties
and sanctions and by establishing new tax rules to govern transactions generally.
This section provides our comments on the six generic proposals. We expect to com-
ment on some of the specific transaction rules separately in subsequent submissions
after our technical committees have completed their reviews of the proposals.

We begin by recognizing that tax laws are usually followed, but that they can also
be abused. Where there are abuses, we hold no brief for them—whether they fall
under the pejorative rubric of “tax shelters” or any other part of our tax system.
Thus, we sympathize with and support efforts to restrict improper tax activities
through appropriate sanctions. Specifically, we favor the Administration’s rec-
ommendation regarding exploitation of the tax system by the use of tax-indifferent
parties.

However, we also support and defend the right of taxpayers to arrange their af-
fairs to minimize the taxes they must fairly pay and, with that in mind, we have
some serious concerns about where the President’s proposals draw the distinction
between legitimate tax planning and improper tax activities. We see them as an
overbroad grant of power to the Internal Revenue Service to impose extremely se-
vere sanctions on corporate taxpayers by applying standards that are far from clear
and that could give examining revenue agents a virtual hunting license to go after
corporate taxpayers (which, by the way include huge numbers of small and medium-
sized businesses, not just Fortune 100 companies). This would seem to be inconsist-
ent with the taxpayer rights thrust of last year’s IRS restructuring legislation. In
our view, the debate concerning the sanctions for improper corporate tax behavior
must begin with a clear understanding of the standards that distinguish abusive
transactions from legitimate tax planning. What standards justify the imposition of
extraordinary punishment on a corporation (or tax adviser) whose tax treatment of
a transaction is successfully challenged by the IRS?

Our primary concern with the Treasury proposals is the absence of a clear stand-
ard defining what is and what is not an abusive transaction, which would apply to
most provisions of the tax law. The proposals modifying the substantial understate-
ment penalty for corporate tax shelters and denying certain tax benefits to persons
avoiding income tax as a result of “tax avoidance transactions” set forth a too-vague
definition of abusive uses of the income tax laws that must be clarified. Anti-abuse
legislation should be directed at transactions that are mere contrivances designed
to subvert the tax law. The Treasury proposals move beyond the scope we think is
appropriate to reach transactions that are described vaguely as “the improper elimi-
nation or significant reduction of tax on economic income.” This criterion, whatever
meaning is ascribed to it, is certain to capture transactions that would not be con-
sidered abusive by most and other transactions that have been undertaken for le-
gitimate business purposes. We believe that greater clarity is possible, and would
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like to work with the staff to develop a clearer, more objective standard for identify-
ing abusive transactions that can be used for most provisions of the tax code. A
clearer standard would provide advantages to tax administrators and taxpayers
alike by promoting consistency in its application. In addition, we would like to re-
verse the proliferation of highly subjective terms such as “significant,” “insignifi-
cant,” “improper,” and “principal” which are used in the Treasury proposals and cur-
rent law. While we doubt that it is possible to eliminate them all, it would be a
laudable goal to minimize their number.

While the crafting of a clear standard is indeed a difficult task, perhaps we can
begin to approach the issue by trying to agree on what types of transactions should
not be considered abusive. It should be considered a fundamental principle that
Congress intended the income tax laws to apply to all transactions, without penalty,
that either are undertaken for legitimate business purposes, or which further spe-
cific governmental, economic or social goals that were contemplated by discrete leg-
islation. Therefore, a transaction undertaken for reasons germane to the conduct of
the business of the taxpayer, or that is expected to provide a pre-tax return which
is reasonable in relation to the costs incurred, or that reasonably accords with the
purpose for which a specific tax incentive or benefit was enacted should not be con-
sidered abusive. While our discussion below criticizes the Treasury standard for
abusive conduct, we do not have our own fully developed definition to propose to
you at this time. However, we have asked a task force of our Tax Executive Commit-
tee to examine this issue and we are hopeful that we can submit our specific rec-
ommendations to you and to Treasury in a timely fashion. We would be pleased to
have the opportunity to work with you and them to see if it is possible to develop
a standard that could be used for most purposes of the Code.

The budget proposals provide punitive sanctions on “tax avoidance transactions,”
and Treasury’s explanation of the proposals defines such transactions to include
those where reasonably expected pre-tax profit is “insignificant” relative to reason-
ably expected tax benefits. It is the softness and inadequacy of this definition to deal
with the breadth of the transactions swept into the sanctions, combined with the
extreme nature of the weapons given the IRS, which create our concern that legiti-
mate tax planning will also be caught up in this maelstrom. How does this concept
apply, for example, to a host of business decisions that do not involve profit motive,
but rather are to defer income or accelerate deductions? (We do recognize that there
is a proposed exception under which a transaction would not be considered “tax
avoidance” if the benefit is “clearly contemplated” by the applicable provision. How-
ever, “clear contemplation” is generally in the eye of the beholder, and if that con-
templation is intended to reflect what Congress had in mind when the provision was
passed, we would respectfully suggest that many provisions in our highly complex
tax laws have no “clear” congressional contemplation.)

A second major concern (alluded to earlier) is that these proposals would result
in an alarming shift in authority from Congress to the IRS. These proposals would
result in a grant to the IRS of virtually unbridled discretion in the imposition of
penalties and other sanctions—and this would come only one year after Congress
had concluded there was a need to rein in an agency that had proved itself overzeal-
ous in pursuing taxpayers. The obscure manner in which the proposals define the
term “tax avoidance transaction,” combined with the wide range of penalties and
other sanctions that could be invoked upon a finding of such a transaction, would
provide IRS auditors with enormous opportunities and incentives to assert the exist-
ence of “tax avoidance transactions” almost at will. Unfortunately, within a few
years we would expect aggressive agents to use this weapon as a means of forcing
corporate taxpayers to capitulate on other items under examination.

Our third concern is that the provisions are so broad they could negatively affect
legitimate tax planning. Without backing away from our earlier point regarding
abuses of the tax laws, appropriate planning to minimize taxes paid is still a fun-
damental taxpayer right that must be defended. “The legal right of a taxpayer to
decrease the amount of what otherwise would be his taxes, or altogether avoid
them, by means which the law permits, cannot be doubted...” (Gregory v. Helvering,
293 U.S. 465, 1935). We think the budget proposals provide so many powers to the
government there is a real likelihood that, if enacted, they could prevent advisers
a]rold taxpayers from undertaking or considering tax-saving measures that are not
abusive.

We are also concerned that increased and multiple penalties, based on a loosely
defined standard and with no abatement for reasonable cause, should not apply in
a subjective area where differences of opinion are the norm, not the exception. We
believe that penalties should be enacted to encourage compliance with the tax laws,
not to raise revenue. The enactment of new penalties must be carefully developed
with consideration for the overall penalty structure and any overlaps with existing
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penalties. We also believe that there should be incentives for taxpayers to disclose
tax transactions that could potentially lack appropriate levels of authority and that
penalties should be abated with proper disclosure and substantial authority.

In this regard, it should be noted that the Joint Committee on Taxation and the
Treasury Department are undertaking independent studies of the entire tax penalty
structure, at the request of the Congress. The AICPA has recently submitted numer-
ous comments about the penalty administration system to the Joint Committee and
Treasury, and we have commented a number of times in the past few years that,
the penalty system has become more difficult to administer in the past decade. We
favor a review, de novo, of the penalty system, and we would suggest (as part of
that review but also for purposes of the current hearing) that merely adding new
or increased penalties to the law whenever Congress or the Administration wishes
to curtail taxpayer activity is not the proper answer. The result is inevitable tax-
payer confusion and a higher likelihood that the penalty system cannot be adminis-
tered consistently by the IRS (with resulting inequities among taxpayers).

The Administration has proposed a large variety of financial sanctions on trans-
actions that are ultimately determined to permit “tax avoidance.” These include a
doubling of the substantial understatement penalty to 40%, an extension of that
penalty at 20% to fully disclosed positions, the ability of the IRS to disallow any
tax benefits derived from the transaction, disallowance of deductions for fees paid
to promoters or for tax advice about the transaction, and an excise tax of 25% on
the amount of such fees received. In addition, no “reasonable cause” exception will
exist to argue against the penalty part of any deficiency. Since (as we discuss below)
there is little incentive for disclosure in these proposals, the 40% substantial under-
statement penalty plus the 35% corporate tax rate on disallowance of any tax bene-
fit, will produce a 75% tax cost (in addition to the economic costs) for entering such
a transaction—indeed a significant deterrent. For the part of the deficiency attrib-
utable to fees or tax advice, an additional 25% excise tax is imposed, for a 100%
tax cost (or “only” 80% if there is full disclosure under the terms of the proposals)—
again, with no “reasonable cause” exception.

We would note that these amounts equal or exceed the tax penalty for civil fraud
(75%). Thus, enactment of the President’s proposals would single out these trans-
actions as equal to or worse than civil tax fraud. We recognize there may be those
who believe that tax avoidance transactions are the equivalent of civil tax fraud and
deserve this level of sanction. However, we would also note that the due process re-
quirements for showing civil fraud are vastly higher than for tax avoidance trans-
actions. For example, the government bears the burden of proof for showing civil
fraud; for assessing sanctions on a tax avoidance transaction, the burden of proof
is on the taxpayer (it may or may not shift to the government if the case is litigated,
depending on the size of the corporation and the development of the administrative
proceeding). Further, for tax avoidance transactions, these proposals would legislate
away the ability of a taxpayer to argue that the position was taken in good faith
and there was reasonable cause for the taxpayer to act as it did.

While respecting the views on the other side, we do not believe the case has been
made that tax avoidance transactions (under the loose proposed standard discussed
above) rise to the level of civil fraud. We certainly do not understand why the due
process requirements in place for civil fraud are absent here.

With further respect to the issue of promoters and tax advisers, the fee disallow-
ance and excise tax recommendations imply that there are presently inadequate de-
terrents in the law for those who advise on “abusive” corporate transactions. We
would like to suggest that consideration be given to whether changes in Circular
230 (the Treasury regulations governing the right to practice before the IRS) could
be a more effective answer to some of these problems rather than another tax and
added penalties (on the disallowance of adviser fees). We recognize that Circular 230
would not apply as presently written to some promoters, but there have been some
proposals in recent months regarding potential changes in Circular 230 that may
be appropriate for consideration. In addition, preparer and promoter penalties under
current law could be reviewed for adequacy.

We do not agree with the proposal that precludes taxpayers from taking tax posi-
tions inconsistent with the form of their transactions—but not because we believe
taxpayers should be able to casually disavow the form. However, the Joint Commit-
tee on Taxation analysis of this provision raises several issues that we believe
should be addressed. At this point, we are not convinced that the tax law or system
of tax administration would be improved by this provision. Given the abundance of
existing case law on this issue, it is not clear to us why new legislation is required
at this time.

One final concern: if the Treasury is concerned that the current disclosure rules
may not be effective, we are prepared to address the question of when and what
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form of disclosure should be required in order to identify the types of transactions
with which the Administration is concerned. However, we question the lack of incen-
tives for disclosure both under current law and the President’s proposals. The Ad-
ministration’s disclosure proposals come on top of registration requirements that
were enacted only a year ago (on which we are still awaiting regulations). For those
affected by the previous registration requirements, this proposal would be overkill
(requiring disclosure for registration purposes with the IRS as the transaction be-
gins to be marketed, and additional disclosure to the IRS within 30 days of closing
a transaction). We believe that provisions that do not aid the tax administrator but
add tremendous burdens to preparers and taxpayers should be eliminated. We stand
ready to work with you and the IRS on this issue.

Today, we can do no more than offer our first impressions of these proposals. Our
analysis and study has just begun as these proposals and the areas of law which
they affect are necessarily complex. However, we are prepared to devote the effort
necessary to complete a full, careful and timely review in this area, to offer you our
best recommendations and to work with you and your staffs to develop improve-
ments in the law that can and should be made to deal with identified problem areas.

I1.B.2—REQUIRE CURRENT ACCRUAL OF MARKET DISCOUNT BY ACCRUAL METHOD
TAXPAYERS

The administration’s proposal would require accrual method taxpayers to include
market discount in income as it accrues. The accrual would be limited to the greater
of the original yield to maturity or the applicable federal rate, plus 5%. Under cur-
rent law, a taxpayer is only required to include market discount in income when
cash payments are received. Alternatively, a taxpayer may elect to currently include
market discount in income. The AICPA does not support the administration’s pro-
posal regarding market discount for the reasons enumerated below.

Market discount may, in many circumstances, be economically equivalent to origi-
nal issue discount (“OID”). In many situations, however, market discount may arise
solely because of a decline in the credit-worthiness of the borrower and the resulting
discount is not related to the time value of money. For this reason, the current mar-
ket discount regime protects taxpayers from including in taxable income market dis-
count that may very well never be collected. The Administration’s proposal that
market discount be accrued in an amount up to the greater of the original yield to
maturity or the applicable federal rate, plus 5%, would, in many instances, require
a taxpayer to accrue income that may very well never be collected.

The IRS and Treasury, to date, have not issued comprehensive guidance on how
taxpayers should accrue interest, market discount and original issue discount on
debt obligations where there is substantial uncertainty that the income will be col-
lected. Accordingly, the mandatory accrual of market discount should not be re-
quired until guidance on non-accrual of discount is released.

The Administration is proposing to require the current accrual of market dis-
count. A similar requirement exists for original issue discount. However, while sub-
stantial guidance has been issued in the form of Treasury Regulations and other
published guidance with regard to OID, no such guidance has been issued under the
market discount provisions. As a result, taxpayers have been struggling with com-
plex market discount provisions contained in the code since 1984 but with no guid-
ance on how to apply the provisions. The AICPA believes that, substantive guidance
should be issued to instruct a taxpayer exactly how to apply these provisions. Sub-
stantive guidance is needed to address the accrual of market discount in several
areas, including, but not limited to, (1) obligations subject to prepayment; (2) obliga-
tions that become demand obligations after the original issue date; and (3) obliga-
tions purchased at significant discounts because of a decline in the credit rating of
the issuer. Until such guidance is issued, the AICPA does not believe it is prudent
to require the current accrual of market discount.

This proposal, if enacted, would expand complex tax rules applicable to sophisti-
cated financial transactions to a broad universe of taxpayers. As it is, taxpayers are
faced with a myriad of questions when determining how market discount is deemed
to accrue. Thus, it is unrealistic to expand a complex regime to a broader universe
of taxpayers without first issuing guidance with respect to the original provisions.
For example, it is common for a taxpayer to hold a market discount obligation with
OID. In this circumstance, most taxpayers will have to perform three computations
to determine income with respect to these obligations, one for financial accounting
purposes, one for tax purposes with respect to the OID and one for tax purposes
regarding market discount. Even taxpayers “familiar with the complexities of re-
porting income under an accrual method” would find this burdensome.
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Any perceived abuse by the administration that taxpayers are able to achieve a
deferral by not recognizing market discount currently is unfounded as well. Many
taxpayers (such as financial institutions) that hold market discount obligations use
debt to purchase and carry such obligations. Generally, such taxpayers cannot de-
duct interest expense incurred to purchase and carry the market discount obliga-
tions thereby eliminating, much if not all, of the benefit resulting from the deferral
of market discount.

I1.D.4—REPEAL OF TAX-FREE C-TO-S CONVERSIONS

The AICPA continues to strongly oppose the Administration’s proposal to treat the
conversion of a so-called “large” (greater than $5 million in value) C corporation to
an S corporation as a taxable liquidation. The Administration’s proposal also in ef-
fect would impose a new “merger tax” on certain acquisitions of C corporations by
S corporations. We continue to believe that the proposal is short-sighted, would be
harmful to small business, and is grossly inconsistent with Congressional efforts to
reform Subchapter S to make it more attractive and more workable. We are pleased
that the Congress has consistently rejected this included in the Administration’s
previous budget recommendations.

This proposal would repeal the section 1374 built-in gains tax for corporations
whose stock is valued at more than $5 million when they convert to S corporation
status. In place of the section 1374 built-in gains tax, which would tax built-in gains
if and when built-in gain property is disposed of during the ten-year period after
conversion, the proposal would require such converting corporations to recognize im-
mediately all the built-in gain in their assets at the time of conversion. The proposal
would be effective for conversions for taxable years beginning on or after January
1, 2000.

The AICPA strongly opposes this proposal. We believe this proposal constitutes
a major change in corporate tax law, and one that would be contrary to sound tax
policy. As stated above, we believe that any significant change affecting Subchapter
S should only be undertaken pursuant to a comprehensive review and not be the
subject of piecemeal changes designed primarily to attain revenue goals.

Current section 1374 is designed to preserve a double-level tax on appreciation
in assets that accrued in a corporation before it elected S corporation status. To ac-
complish this, section 1374 subjects S corporations to a corporate-level tax on asset
dispositions during the ten years following conversion. Section 1374’s primary pur-
pose is to prevent a C corporation from avoiding the 1986 Tax Reform Act’s repeal
of the General Utilities doctrine, by converting to S corporation status prior to a sale
of its business. Since its enactment, section 1374 has been refined several times in
order to strengthen its operation, such as the addition of a suspense account mecha-
nism to prevent built-in gains from escaping tax due to the taxable income limita-
tion. The experiences of our members indicate section 1374 is effective in achieving
its purpose. We see no reason to abandon this mechanism.

The proposal also is counter to well-established policy regarding the tax treatment
of the conversion of C corporations to S corporation status. For example, in 1988,
Section 106(f) of S. 2238 and Section 10206 of H.R. 3545, the then-pending Tech-
nical Corrections Bill, would have modified the computation of the built-in gains tax
by removing the taxable income limitation. This provision was ultimately rejected
under “wherewithal to pay” principles. At that time, the AICPA’s position was ar-
ticulated in the following passage from a letter from then Chairman of the AICPA
Tax Division, Herbert J. Lerner, to the Honorable Dan Rostenkowski; this state-
ment continues to reflect the position of the AICPA:

Perhaps of even greater long-term concern is that this technical correc-
tion seems to be yet another manifestation of a fundamental change in tax
philosophy. Several staff members from the tax writing committees have
told us that they believe that any conversion from C to S status should be
taxed as though the corporation had been liquidated and a new corporation
formed. We believe that this is not sound tax policy and that it would be
contrary to the underlying purpose of Subchapter S which has been widely
used by small businesses for some 25-30 years. ... This liquidation philoso-
phy is a major change in tax policy and should be debated as such, should
be subject to public hearings and should not be allowed to creep into the
law through incremental changes.

It is noted that a similar attempt to repeal the taxable income limitation for elec-
tions made after March 30, 1988 was rejected by Congress in 1992 (Section 2 of H.R.
5626). A legislative proposal to effectively treat the conversion as a liquidation was
also rejected by Congress in 1982.
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The AICPA believes that the proposal under consideration would effectively repeal
the availability of Subchapter S for so-called “large” corporations (i.e., corporations
valued at over $5 million). As noted, the proposal would require such corporations
to be taxed immediately on all unrealized gain in their assets, including goodwill,
and to pay a tax on this gain. For large corporations with significant unrealized
value, the cost of conversion would be exceedingly expensive and, therefore, Sub-
chapter S status would in effect be rendered completely inaccessible to them. As a
result, the proposal would generally leave Subchapter S status available only to
those large corporations with either little or no built-in gain or sufficient net operat-
ing loss carryovers to offset the gain. We do not believe that restricting the benefits
of Subchapter S to this latter class of C corporations represents sound tax policy.

A further objection we have to the proposal is the use of the $5 million fair mar-
ket value threshold for determining the applicability of the tax. Basing the applica-
bility of the provision, which could have devastating tax consequences, on such a
subjective benchmark is simply untenable. If a corporation wished to convert to S
corporation status, how could it conclusively determine whether or not the imme-
diate taxation of built-in gains would apply? Even if the corporation incurred the
cost of obtaining an appraisal, how would the corporation be sure the valuation
would not later be challenged by the Internal Revenue Service? As a pure business
matter, many corporations simply would not be willing to accept any significant
level of uncertainty regarding this potentially devastating tax on paper gains. Add-
ing such a burdensome and uncertain provision to the tax law clearly would be con-
trary to sound tax policy.

In summary, the AICPA feels strongly that the proposal to repeal section 1374
for large corporations and impose an immediate tax on all unrealized gain in their
assets runs counter to long-standing tax policy which Congress has adhered to for
many years. Further, although the proposal may serve the purpose of raising reve-
nue, it would do so to the detriment of certainty and fairness in the tax law. The
proposal would effectively eliminate new conversions to Subchapter S status for
most corporations valued at more than $5 million; such a major change in the tax
law should not be made without careful analysis. We, therefore, strongly urge you
to remove the proposal from consideration.

II.E.5—REPEAL THE LOWER OF COST OR MARKET INVENTORY ACCOUNTING METHOD

This proposal would eliminate the use of the lower of cost or market method for
federal income tax purposes. This proposal has been made on a number of occasions
in the past, and the AICPA has opposed each such proposal.

We continue to oppose this proposal. This method has been accepted in the tax
law since 1918 and is an integral part of generally accepted accounting principles
(GAAP). LCM conformity with GAAP does provide some needed simplicity. Further,
there is no reason why this method should suddenly become impermissible. It is not
a one-sided application of mark-to-market because once a taxpayer lowers the sell-
ing price of its goods below their cost, the taxpayer is not going to realize a profit
on the eventual sale of the goods.

We are disappointed that a widely established and universally used tax account-
ing method, which finds its genesis in generally accepted accounting principles,
would—after having been a part of our tax structure for over 80 years—be proposed
for repeal. The process is particularly unfortunate because, when all is said and
done, the LCM repeal proposal involves a timing difference only, rather than a truly
substantive change in tax policy. At the end of the day, the issue becomes whether
components of inventory transactions are recorded on a return this year or next
year; there is no issue as to whether they will ever be recorded at all.

Now, suddenly, Congress is asked to change a basic tax rule that predates almost
all of us. Taxpayers will have to live with this change for decades or longer. On that
basis, particularly for an issue that involves only timing, it is particularly distress-
ing to see the change occur under this process. One would think that 76 years of
totally accepted usage is precedential enough to warrant a more deliberate process
for its removal from the law.

Without wishing to detract from our main point—LCM should not be repealed—
let us note that if Congress determines to eliminate lower of cost or market, there
needs to be a small business exception in the interest of simplicity. Many small
businesses (particularly those meeting the retail de minimis exception to the uni-
form capitalization rules) are currently able to use their financial statement inven-
tory numbers on their tax returns. Since the LCM method will still be required for
financial reporting, it will no longer be possible for these taxpayers to use financial
statement inventory on their returns. Market writedowns will have to be segregated
for proper reporting as a book-tax difference. Thus, especially for small business,
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there will be a disproportionate additional cost of compliance on top of the added
tax cost for not being able to use LCM.

We believe, therefore, it is imperative that there be a meaningful small business
exception if LCM is repealed. The Administration proposal includes a small business
exception modeled on present Code section 448 (ability to use the cash basis of ac-
counting), which holds that the provisions are not applicable to businesses that av-
erage less than $5 million annual gross receipts (not to be confused with gross in-
come, which can be a substantially lower number) over a three-year period. Since,
however, we are considering an inventory method change, and inventories generally
turn over several times a year, it could be a very small business indeed which meets
a $5 million gross receipts test. Accordingly, we think it essential that, if a gross
receipts exemption is used, it should be at least at the $10 million level, rather than
$5 million. In fact, the most recent de minimis statutory rule involving inventories
is the so-called “retail exception” in the uniform capitalization rules, and it is at a
$10 million gross receipts level. Alternatively, Congress might consider a $5 million
gross income de minimis rule (which would be gross receipts less cost of sales).

II.H.1—SUBJECT INVESTMENT INCOME OF TRADE ASSOCIATIONS TO TAX

The President’s budget proposals would impose a corporate-rate tax on “net in-
vestment income” of section 501(c)(6) organizations (trade associations and other
business leagues). Our comments on this proposal are clearly made in our members’
interests as well as for tax policy reasons: the AICPA is a section 501(c)(6) organiza-
tion and it does have investment income which would be subject to this new pro-
posed tax.

Nonetheless, we question the policy basis on which the proposals are being put
forth. It is implied that current law provides an incentive to fund association oper-
ations on a tax-free basis (through the build up of non-taxed investment assets) be-
cause members receive a deduction for dues payments but would have been taxed
on the earnings attributable to those payments had the payments not been made
to a 501(c)(6) organization. Thus, according to the Treasury Department General Ex-
planation of the Administration’s Revenue Proposals, members are “avoiding tax” on
the earnings from their dues.

While we understand the theoretical basis for this argument, it just does not com-
port with business reality. No business is going to view dues payments to a trade
association as a prudent means of sheltering income from tax, on the grounds that
earnings on the payments are tax free if for the account of the association but tax-
able if for the account of the member. In order to get the benefit of this “shelter,”
the member has to actually pay over money to the association, which puts those
funds absolutely outside the members’ control—a fairly ludicrous business decision
if the thinking behind the extra or advance payment is the avoidance of income tax.

We would also note that associations accumulate surplus not to accelerate deduc-
tions or provide tax deferrals, but because it is prudent business practice. By provid-
ing cushions against membership fall-off in times of economic decline, for example,
an association is able to protect against annual dues fluctuations. And, as an organi-
zation which relies predominantly on member dues to fund its exempt purposes, the
AICPA is very much aware of member sensitivity to annual changes in dues. Asso-
ciations need to provide a stable dues structure to smooth out member fall-off and
increases from year to year (which, in turn, affects the association’s annual operat-
ing budget for its normal activities). Further, prudence dictates that there be some
cushion available for unanticipated business issues that arise during a year. (We do
recognize that there is a $10,000 exemption from the proposed tax, but that amount
applies equally to associations with 250 members and 250,000 members. Even for
taxable entities (corporations), the Code permits earnings to be accumulated for the
“reasonable needs of the business” before a penalty tax is imposed.)

Finally, we note that the Joint Committee on Taxation has estimated this provi-
sion as a $698 million revenue raiser over five years and a $1.6 billion revenue rais-
er over ten years. We do not know the basis of those revenue estimates, but we
would point out that for any association that becomes subject to this additional tax,
it will either have to curtail services to members or raise member dues to fund the
tax. Those dues increases will result in additional deductible payments by members,
with a concomitant reduction in federal revenues.

I1.I.6—ELIMINATE NON-BUSINESS VALUATION DISCOUNTS

The administration’s proposal would eliminate valuation discounts except as they
apply to active businesses. This proposal is built upon the presumption that there
is no reason other than estate tax avoidance for the formation of a family limited
partnership (FLP). We disagree. There are any number of other reasons why a tax-
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payer might wish to set up an FLP including: management of assets in case of in-
competency, increased asset protection, the reduction of family disputes concerning
the management of assets, to prevent the undesired transfer of a family member’s
interests due to a failed marriage, and to provide flexibility in business planning
not available through trusts, corporations or other business entities.

The beneficiaries of FLPs do not receive control over the underlying assets and
generally have no say as to the management of those assets. Individuals receiving
non-public, non-tradeable interests in a legally binding arrangement are not in as
good a position as they would have been if they had received the underlying assets
outright. Substantial economic data indicate that the value of these interests is less
than the value of the underlying assets. Valuation discounts are a legitimate meth-
od of recognizing the restrictions faced by holders of FLP interests.

The wholesale change to the taxation of these entities is unreasonable and too
broad. It assumes that FLPS are used only to avoid transfer taxes and disregards
the non-tax reasons for their formation and the fact that these non-tax reasons do
reduce the value of these interests to owners. In addition, the Internal Revenue
Service already has tools to combat abuses in this area including valuation pen-
alties, disclosure requirements on gift tax returns, and the ability to examine the
business purpose of FLPs.

II.I.7—ELIMINATE GIFT TAX EXEMPTION FOR PERSONAL RESIDENCE TRUSTS

The administration’s proposal would repeal the personal residence exception of
section 2702(a)(3)(A)(i). If a residence is used to fund a GRAT or a GRUT, the trust
would be required to pay out the required annuity or unitrust amount; otherwise
the grantor retained interest would be valued at zero for gift tax purposes.

The reasons for change include the inconsistency in the valuation of a gift made
to a remainderman in a personal residence trust and in transactions not exempt
from section 2702 and that the use value of a residence is a poor substitute for an
annuity or unitrust interest. Because the grantor ordinarily remains responsible for
the insurance, maintenance and property taxes on the residence, the administration
contends that the actuarial tables overstate the value of the grantor’s retained inter-
est in the property.

In reply to the proposal, we would note that the present rules pertaining to per-
sonal residence trusts were enacted by Congress in 1990 as a specific statutory ex-
ception to the general rules of section 2702 to provide a mechanism for taxpayers
to transfer a personal residence to family members with minimal transfer tax con-
sequences. The proposal ignores the longstanding protected and preferred status the
personal residence has held throughout the tax code. Examples of this status in-
clude the exemption provided to personal residences at the time section 2702 was
originally enacted, maintenance of the itemized deduction for real estate taxes and
mortgage interest on personal residences as provided in the Tax Reform Act of 1986
and the homestead exemption provided in the bankruptcy statutes. The acquisition
and ownership of the personal residence has long been acknowledged as being cen-
tral to the “realization of the American dream” and should continue to be protected
and encouraged. In fact, it can be argued that the personal residence, or at least
somehportion of the value thereof, should be excluded from the transfer tax base al-
together.

In addition, we dispute the contention that the use value of a residence is signifi-
cantly less than the value of an annuity or unitrust interest. Commonly, real estate
investments are predicated upon an assumed return (capitalization rate) ranging
from 12%—-15%. Even allowing for the payment of insurance, maintenance and prop-
erty taxes expenses by the grantor and considering also that residential real estate
appreciates on average by approximately 2% per year, it can be argued that the use
value of the residence should be 7%—10% of the value of the property. As such, it
can be argued that the actuarial tables do, in fact, assign an appropriate value to
the grantor’s retained interest.

The current law does not permit abusive application of the personal residence
trust technique. Recently finalized regulations (Reg. Sec. 25.2702-5) prohibit the
sale of the residence back to the grantor thus eliminating use of the technique as
a means to circumvent the rules regarding GRATs and GRUTs. Furthermore, re-
strictions on the amount of property adjoining the residence which may be placed
into a personal residence trust eliminate the technique as a means to transfer in-
vestment real estate on a tax-protected basis.

II.L.2 AND 4—COMPLIANCE PROVISIONS RELATING TO PENALTIES

We take no position the merits of these proposals, but oppose their enactment be-
fore completion of the penalty studies being conducted independently by the Joint
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Committee on Taxation and the Department of the Treasury. As was noted when
Congress last overhauled our penalty system in 1989, a piecemeal approach to en-
acting penalties over the years causes a complex collection of penalties that are not
rationally related to a taxpayer’s conduct and not understood by taxpayers. This
does not encourage taxpayers to modify their behavior in the intended way, and
causes taxpayer frustration when applied.

With penalty studies already underway, we believe these provisions should be
studied and considered as part of overall penalty reform legislation. Deferring enact-
ment now would help assure that these penalties were consistent and rational in
a reformed penalty system and could avoid a possible extra round of penalty
changes in these areas. The AICPA has commented to Treasury on its penalty study
and would be happy to work with Congress to develop a simple, fair and rational
penalty system.

I1.L.3—REPEAL EXEMPTION FOR WITHHOLDING ON CERTAIN GAMBLING WINNINGS

We disagree with the proposal to require withholding on bingo and keno winnings
in excess of $5,000. Because gambling winnings are taxable only to the extent that
they exceed gambling losses, this proposal could result in over-withholding by not
taking into account gambling losses, particularly for smaller “winners.” The cur-
rently required reporting of these winnings on Form 1099 should be sufficient to

romote and track compliance in most cases. For the unusual large winner, say
5100,000 or more, withholding would more likely be appropriate.

Chairman ARCHER. Thank you, Mr. Lifson. We will be looking
carefully at all of your written suggestions and criticisms. Mr.
Olson, if you will identify yourself for the record, you may proceed.

STATEMENT OF MICHAEL S. OLSON, CERTIFIED ASSOCIATION
EXECUTIVE, PRESIDENT AND CHIEF EXECUTIVE OFFICER,
AMERICAN SOCIETY OF ASSOCIATION EXECUTIVES

Mr. OLsSON. Thank you, Mr. Chairman, distinguished Members of
the Committee. My name is Michael Olson. I am president and
chief executive officer of the American Society of Association Execu-
tives. ASAE is an individual membership organization made up of
approximately 25,000 association executives and associate members
who are managing over 11,000 of America’s trade associations and
professional societies.

And I am here representing that membership today, Mr. Chair-
man, opposing the specifics of the budget proposal submitted by the
Clinton administration that would tax the net investment income
of the 501(c)(6) association community to the extent their net in-
come exceeds $10,000 a year.

It does this by subjecting the income to the unrelated business
income tax, or UBIT. Income that would be subject to taxation,
however, is not as narrow as one might expect from the adminis-
tration term investment income. It actually includes virtually all
passive income, including rent, royalties, capital gains, interest,
and dividend revenues.

America’s trade, professional, and philanthropic associations are
an integral part of our society in this country. They allocate one of
every four dollars they spend to member education and training,
and public information activities in their respective communities.
These same associations fuel America’s prosperity by pumping bil-
lions of dollars into the economy and creating literally hundreds of
thousands of jobs.
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Importantly, associations perform many quasigovernmental func-
tions. These include the areas of product performance and safety
standards, continuing education, public information, professional
standards, ethics, research, statistics, political education, and com-
munity service.

Without associations, the government and other institutions
would face added and expensive burdens in order to perform these
very essential functions.

The administration has suggested that its proposal would only
affect a small percentage of associations, that it only applies to lob-
bying organizations, and that it somehow provides additional tax
benefits to those members who pay dues to these associations.

Every one of these assertions is misleading and incorrect. ASAE
estimates that this proposal will tax virtually all associations with
annual operating budgets as low as $200,000 a year, hardly organi-
zations of considerable size. In fact, the bulk of the organizations
affected by this proposal would include associations at the State
and local level, many of whom perform little if any lobbying func-
tions.

Furthermore, existing law already eliminates any tax preference,
benefit, or subsidy for the lobbying activities of these organizations.
The primary argument the administration has used to support its
proposal is that members of these (c)(6) organizations somehow
have come up with a scheme to prepay their dues in order to enjoy
a tax-free return on the investment. This argument, quite frankly,
is absurd.

There is every incentive for trade and professional associations
to keep their membership dues as low as possible, and to suggest
that members wish to be overcharged in order to somehow enjoy
a tax-free return on investment is both illogical and unrealistic.
Furthermore, there is no way that the suspected investment strat-
egy could benefit members since 501(c) organizations are prohibited
from paying dividends, not to mention the prohibition against any
individual inurement.

In many ways, this proposal attacks the basic tax-exempt status
of associations and runs counter to the demonstrated commitment
of Congress to furthering the purposes of tax-exempt organizations.
The administration has singled out 501(c)(6) organizations, al-
though there are 25 categories of 501(c) organizations. And they
propose to treat them in the same manner as social clubs, which
are organized for the private benefit of individual members.

If Congress enacts this proposal, it will alter in a fundamental
way the tax policy that has governed the tax-exempt community for
nearly a century and will set a dangerous precedent for further
changes in tax law for all tax-exempt organizations.

In closing, Mr. Chairman, I would like to say to you and the
Committee Members how tremendously pleased I and ASAE as an
organization are that 28 Members of this Committee have written
to the Chairman and Ranking Member expressing their opposition
to this specific administration proposal, and we hope you would
make that a part of the record along with our testimony.

Thank you for your courtesy, sir.

[The prepared statement follows:]
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Statement of Michael S. Olson, Certified Association Executive, President
and Chief Executive Officer, American Society of Association Executives

Mr. Chairman, my name is Michael S. Olson, CAE. I recently became the Presi-
dent and Chief Executive Officer of the American Society of Association Executives
(ASAE). ASAE is an individual membership society made up of 24,700 association
executives and suppliers. Its members manage more than 11,000 leading trade asso-
ciations, individual membership societies, and other voluntary membership organi-
zations across the United States and in 48 countries around the globe. ASAE also
represents suppliers of products and services to the association community.

I am here to testify in strong opposition to the budget proposal submitted to Con-
gress by the Clinton Administration that would tax the net investment income of
Section 501(c)(6) associations to the extent the income exceeds $10,000 annually. In-
come that would be subject to taxation, however, is not as narrow as would be ex-
pected from the characterization in the proposal of “investment income” but includes
all “passive” income such as rent, royalties, interest, dividends, and capital gains.
This provision, which is estimated by the Treasury Department to raise approxi-
mately $1.4 billion dollars over five years, would radically change the way revenue
of these tax-exempt organizations is treated under federal tax law. In addition, if
enacted this proposal would jeopardize the very financial stability of many Section
501(c)(6) organizations.

America’s trade, professional and philanthropic associations are an integral part
of our society. They allocate one of every four dollars they spend to member edu-
cation and training and public information activities, according to a new study com-
missioned by the Foundation of the American Society of Association Executives.
ASAE member organizations devote more than 173 million volunteer hours each
year—time valued at more than $2 billion—to charitable and community service
projects. 95 percent of ASAE member organizations offer education programs for
members, making that service the single most common association function. ASAE
member associations are the primary source of health insurance for more than eight
million Americans, while close to one million people participate in retirement sav-
ings programs offered through associations.

Association members spend more than $1.1 billion annually complying with asso-
ciation-set standards, which safeguard consumers and provide other valuable bene-
fits. Those same associations fuel America’s prosperity by pumping billions of dol-
lars into the economy and creating hundreds of thousands of good jobs. Were it not
for associations, other institutions, including the government, would face added bur-
dens in the areas of product performance and safety standards, continuing edu-
cation, public information, professional standards, ethics, research and statistics, po-
litical education, and community service. The work of associations is woven through
the fabric of American society, and the public has come to depend on the social and
economic benefits that associations afford.

The Administration has suggested that their proposal would only affect a small
percentage of associations, that it is targeted to larger organizations, that the pro-
posal targets “lobbying organizations,” and that it somehow provides additional tax
benefits to those who pay dues to associations. All of these assertions are mislead-
ing, ill-informed and incorrect.

Based on information from ASAFE’s 1997 Operating Ratio Report, this proposal
will tax most associations with annual operating budgets as low as $200,000, hardly
organizations of considerable size. In fact, the bulk of the organizations affected
would include associations at the state and local level, many of whom perform little
if any lobbying functions. Furthermore, existing law, as outlined below, already
eliminates any tax preference, benefit, or subsidy for the lobbying activities of these
organizations, and can even unduly penalize their lobbying.

The primary argument the Administration has used to support its proposal is that
members of Section 501(c)(6) organizations prepay their dues in order to enjoy a tax-
free return on investment. This argument, quite frankly, is absurd and is discussed
below in full. There is every incentive for trade and professional associations to keep
dues as low as possible for obvious reasons, and to suggest that members wish to
be overcharged in order to somehow enjoy a tax-free return on investment is both
illogical and unrealistic. Furthermore, there is no way that this suspected invest-
ment strategy could benefit members since Section 501(c)(6) organizations are pro-
hibited from paying dividends.

In many ways, this proposal attacks the basic tax-exempt status of associations,
and runs counter to the demonstrated commitment of Congress to furthering the
purposes of tax-exempt organizations. These exempt purposes, such as training,
standard-setting, and providing statistical data and community services, are sup-
ported in large part by the income that the Administration’s proposal would tax and
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thereby diminish. If Congress enacts this proposal, it will alter in a fundamental
way the tax policy that has governed the tax-exempt community for nearly a cen-
tury, and will set a dangerous precedent for further changes in tax law for all tax-
exempt organizations.

I would now like to review more completely the existing tax law governing this
area, and to specifically address some of the arguments that have been made in sup-
port of the Administration’s proposal. I believe that a careful consideration of the
issues involved will make the Committee conclude that this proposal is both ill-ad-
vised and ill-conceived, and should be rejected.

I. TAXATION OF SECTION 501(C)(6) ORGANIZATIONS UNDER CURRENT LAW.

Section 501(c)(6) organizations are referred to in the tax law as “business leagues”
and “chambers of commerce.” Today they are typically known as trade associations,
individual membership societies, and other voluntary membership organizations.
These organizations are international, national, state, and local groups that include
not only major industry trade associations but also small town merchants’ associa-
tions or the local Better Business Bureau. Currently, the tax law provides that Sec-
tion 501(c)(6) organizations are exempt from federal taxation on income earned in
the performance of their exempt purposes. Associations engage primarily in edu-
cation, communications, self-regulation, research, and public and governmental in-
formation and advocacy. Income received from members in the form of dues, fees,
and contributions is tax-exempt, as are most other forms of organizational income
such as convention registrations and publication sales. However, Section 501(c)(6)
groups and many other kinds of exempt organizations are subject to federal cor-
porate income tax on revenues from business activities unrelated to their exempt
purposes (“;unrelated business income tax” or “UBIT”). UBIT is applicable to income
that is earned as a result of a regularly-carried-on trade or business that is not sub-
stantially related to the organizations’ tax-exempt purposes. Section 501(c)(6) orga-
nizations are also subject to specific taxes on any income they spend on lobbying
activities.

The UBIT rules were designed to prevent tax-exempt organizations from gaining
an unfair advantage over competing, for-profit enterprises in business activities un-
related to those for which tax-exempt status was granted. Congress recognized, how-
ever, that Section 501(c)(6) tax-exempt organizations were not competing with for-
profit entities or being unfairly advantaged by the receipt of tax-exempt income
from certain “passive” sources: rents, royalties, interest, dividends, and capital
gains. Tax-exempt organizations use this “passive” income to further their tax-ex-
empt purposes and to help maintain modest reserve funds—to save for necessary
capital expenditures, to even out economic swings, and the like. Indeed, the legisla-
tive history regarding UBIT recognizes that “passive” income is a proper source of
revenue for charitable, educational, scientific, and religious organizations [Section
501(c)(3) organizations], issue advocacy organizations [Section 501(c)(4) organiza-
tions], and labor unions and agricultural organizations [Section 501(c)(5) organiza-
tions], as well as trade associations, individual membership societies, and other vol-
untary membership organizations [Section 501(c)(6) organizations].

Therefore, Congress drafted the tax code to expressly provide that UBIT for most
tax-exempt organizations does not extend to “passive” income. As a result, exempt
organizations such as associations are not taxed on rents, royalties, dividends, inter-
est, or gains and losses from the sale of property. The proposal to tax “net invest-
ment income” of Section 501(c)(6) organizations would allow the IRS to impose a tax
on all such previously untaxed sources of “passive” income. Contrary to its denomi-
nation, the scope of the tax is clearly much broader than just “investment income.”

II. TAXATION OF SECTION 501(C)(6) ORGANIZATIONS UNDER THE ADMINISTRATION
BUDGET PROPOSAL: TREATING PROFESSIONAL ASSOCIATIONS LIKE SOCIAL CLUBS.

Under the Administration’s proposal, Section 501(c)(6) organizations would be
taxed on all “passive” income in excess of $10,000. This proposed tax would not be
imposed on exempt income that is set aside to be used exclusively for charitable and
educational purposes. Funds set aside in this manner by Section 501(c)(6) organiza-
tions could be taxed, however, if those funds are ultimately used for these purposes.
In addition, the proposal would tax gains realized from the sale of property used
in the performance of an exempt function unless the funds are reinvested in replace-
ment property.

Essentially, the budget proposal would bring Section 501(c)(6) organizations under
the same unrelated business income rules that apply to Section 501(c)(7) social
clubs, Section 501(c)(9) voluntary employees’ beneficiary associations, and Section
501(c)(20) group legal services plans. These organizations receive less favorable tax
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treatment due to Congress’ belief that they have fundamentally different, and less
publicly beneficial purposes than other tax-exempt organizations. The Clinton Ad-
ministration proposes to equate trade associations, individual membership societies,
and other such voluntary membership organizations with country clubs, yacht clubs,
and health clubs.

Social clubs, for example, are organized under Section 501(c)(7) for the pleasure
and recreation of their individual members. As case law and legislative history dem-
onstrate, social clubs were granted tax exemption not to provide an affirmative tax
benefit to the organizations, but to ensure that their members are not disadvan-
taged by their decision to join together to pursue recreational opportunities. Receiv-
ing income from non-members or other outside sources is therefore a benefit to the
individual members not contemplated by this type of exemption.

With regard to associations exempt under Section 501(c)(6), however, Congress in-
tended to provide specific tax benefits to these organizations to encourage their tax-
exempt activities and public purposes. These groups are organized and operated to
promote common business and professional interests, for example by developing
training material, providing volunteer services to the public, or setting and enforc-
ing safety or ethical standards. In fact, the tax code prohibits Section 501(c)(6) orga-
nizations from directing their activities at improving the business conditions of only
their individual members. They must enhance entire “lines of commerce;” to do oth-
erwise jeopardizes the organizations’ exempt status. Social clubs have therefore long
been recognized by Congress as completely different from professional associations,
engaged in different activities that merit a different exempt status.

Social clubs have always been taxed differently from associations. This reflects
their different functions. Social clubs are organized to provide recreational and so-
cial opportunities to their individual members. Associations are organized to further
the interests of whole industries, professions, and other fields of endeavor. “Passive”
income received by an association is reinvested in tax-exempt activities of benefit
to the public, rather than in recreational/social activities for a limited number of
people. Applying the tax rules for social clubs to associations imposes unreasonable
and unwarranted penalties on those organizations. For example, under the Adminis-
tration’s proposal, these organizations would be taxed on all investment income un-
less it is set aside for charitable purposes. Income that is used to further other le-
gitimate organizational activities of value to the industry, the profession, and the
public would therefore be taxed. In addition, the proposal would tax these organiza-
tions on all gains received from the sale of property unless those gains are rein-
vested in replacement property. This tax on gains would apply to real estate, equip-
ment, and other tangible property. It would also apply, however, to such vastly di-
verse assets as software, educational material developed to assist an industry or
profession, certification and professional standards manuals, and other forms of in-
tellectual property which further exempt purposes.

It is important to note that the Administration’s proposal targets only Section
501(c)(6) organizations. No other categories of tax-exempt organizations would be
taxed in this proposal. The Administration’s proposal inappropriately seeks to im-
pose the tax scheme designed for Section 501(c)(7) social and recreational clubs only
on Section 501(c)(6) associations. Congress has recognized that organizations exempt
in these different categories serve different purposes and long ago fashioned a tax
exemption scheme to reflect these differences. The Administration’s proposal runs
counter to common sense and would discourage or prevent Section 501(c)(6) organi-
zations from providing services, including public services, consistent with the pur-
poses for which these associations were granted exemption.

III. TAXATION OF ASSOCIATION LOBBYING ACTIVITIES.

The Clinton Administration’s proposal has been characterized by the Secretary of
the Treasury as a tax on “lobbying organizations,” suggesting that associations
somehow now enjoy a favored tax status for their lobbying activities. This is incor-
rect. Many associations do not conduct any lobbying activity. Moreover, the lobbying
activities of associations have no tax preferences, advantages, or subsidies whatso-
ever; the funds are fully taxed by virtue of the Omnibus Budget Reconciliation Act
of 1993. That law imposed a tax on all lobbying activities of trade and professional
associations, either in the form of a flat 35% tax on all funds that the organization
spends on lobbying activities, or as a pass-through of non-deductibility to individual
association members.

Indeed, not only is there no tax benefit or tax exemption for associations’ lobbying
activities, either for the members or for the entities themselves, but the 1993 law
provides a tax penalty on any funds used to lobby. Lobbying tax penalties can arise
in essentially three ways:
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1. Proxy Tax. The “proxy” tax, an alternative to informing association members
of dues non-deductibility because of association lobbying, is set at a flat 35% level.
This is the highest level of federal income tax for corporations, paid only by corpora-
tions with net incomes over $18.33 million. Associations are denied the “progres-
sivity” of the income tax schedule. Therefore, even though no associations ever
achieve nearly that level of income, they must pay the proxy tax as if they did.

2. Allocation Rule. Under the “allocation rule,” all lobbying expenses are allocated
to dues income to determine the percentage of members’ dues that are non-deduct-
ible. Most associations pay for their lobbying expenses using many sources of in-
come. Increasingly, associations have far more non-dues income than dues income.
The allocation rule, however, requires association members to pay tax on all associa-
tion income used to conduct lobbying activities, regardless of the percentage of lob-
bying actually paid for from their dues. Indeed, under the “allocation rule,” a busi-
ness can pay more tax if it joins an association that lobbies for a particular govern-
ment policy than if the business had undertaken the lobbying itself.

3. Estimation Rule. The “estimation rule” requires that associations estimate in
advance how much dues income and lobbying expense they anticipate. The esti-
mation forms the basis for the notice of dues non-deductibility, which must be given
at the time of dues billing or collection. If reality turns out to be different from the
estimates, the association or its members are subject to very high penalties. There
is no way to ensure freedom from the penalty for underestimating short of ceasing
to spend money on lobbying the moment the association reaches its estimate. There
is no way to avoid the penalty for overestimating at all.

Associations are therefore already subject to more than tax neutrality and absence
of exemption or subsidy for lobbying activities. The Administration’s proposal would
not make any provision with respect to lobbying activities of these associations, al-
though it would certainly generally weaken the financial resources of associations
and reduce their ability to assist industries, professions, and the public. Indeed, the
Administration’s characterization of the proposal as one that addresses “lobbying or-
ganizations” is tantamount to an Administration decision to further weaken and
suppress the ability of tax-exempt organizations to lobby at all.

IV. TAXATION OF MEMBER DUES.

The Administration’s proposal has also been justified by its proponents as elimi-
nating a double tax advantage claimed to be enjoyed by dues-paying association
members. According to the Administration, association members already receive an
immediate deduction for dues or similar payments to Section 501(c)(6) organizations.
At the same time, members avoid paying taxes on investment income by having the
association invest dues surplus for them tax-free.

This argument is flawed for a variety of reasons:

e The argument implies that members voluntarily pay higher dues than nec-
essary as an investment strategy. While in some circumstances members of tax-ex-
empt associations can deduct their membership dues like any other business ex-
pense, members receive no other tax break for dues payments. As discussed above,
they are in fact denied a deduction for any amount of dues their association allo-
cates to lobbying expenses.

e The argument implies that associations overcharge their members for dues,
thereby creating a significant surplus of dues income. In fact, dues payments usu-
ally represent only a portion of an association’s income; and dues are virtually al-
ways determined by a board or committee consisting of members, who would hardly
tolerate excessively high dues. Finally, associations tend to maintain only modest
surpluses to protect against financial crises, expending the rest on programs and
services. Again, associations are member-governed; members would typically make
certain that their associations do not accumulate a surplus beyond the minimum
that is necessary and prudent for the management of their associations.

e The argument assumes that Section 501(c)(6) organizations somehow pay divi-
dends to their members. Tax-exempt organizations do not pay dividends or returns
in any form to their members, let alone for payment of dues. Indeed, an organiza-
tion’s exempt status may be revoked if any portion of its earnings are directed to
individuals.

In other words, the Administration suggests that association members are volun-
tarily paying higher than necessary dues, solely to avoid paying tax on their own
investment income resulting when not all dues revenues are expended immediately.
This is the same as suggesting that individuals donate to charities in hopes that
the charities will earn investment income on un-spent donations. It is an argument
that defies common sense and completely misunderstands the structure and oper-
ation of tax-exempt organizations.
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V. EXPENDITURES ATTRIBUTED TO INVESTMENT AND OTHER “PASSIVE” INCOME
WoOULD GENERALLY QUALIFY AS DEDUCTIBLE EXPENSES IF INCURRED BY MEMBERS
OF THE ASSOCIATION.

The investment income and other “passive” income of associations is used to fur-
ther the exempt purpose of the organizations. Most if not all of these expenditures
for association programs and activities, which are made on behalf of the associa-
tion’s members, would be deductible if carried on directly by the members. This is
because these expenses would otherwise be regarded as ordinary and necessary
business expenses under Section 162(a) of the tax code or as a charitable contribu-
tion. Therefore, it is inappropriate to essentially deny this deduction by imposing
the UBIT tax on this income. Under the Administration’s proposal, this would in
fact be the indirect result of subjecting the “passive” income of Section 501(c)(6) or-
ganizations to taxation.

VI. THE ADMINISTRATION’S PROPOSED TAX WOULD REACH ALL FORMS OF “PASSIVE”
INCOME AND JEOPARDIZE TAX-EXEMPT PROGRAMS.

Trade associations, individual membership societies, and other similar voluntary
membership organizations typically receive only a portion of their income from
membership dues, fees, and similar charges. In many such organizations, particu-
larly professional societies, there are natural limits or “glass ceilings” on the
amounts of dues that can be charged to members. As a result, these Section
501(c)(6) tax-exempt organizations have increasingly sought additional sources of in-
come to enable them to continue their often broad programs of exempt activities on
behalf of businesses, professions, and the public. One of those additional sources has
been “passive” income—rents, royalties, dividends, interest, and capital gains—that
may be earned from a variety of sources.

Section 501(c)(6) organizations rely heavily on “passive” income to support their
exempt activities. The proposal would adversely affect virtually all associations,
since most organizations from time to time receive some amount of rents, royalties,
interest, dividends, or capital gains. These associations use “passive” income to fur-
ther a host of beneficial activities which would be threatened by imposition of the
Clinton Administration’s “investment” tax. For example, Section 501(c)(6) tax-ex-
empt associations are responsible for:

¢ Drafting and disseminating educational materials.

¢ Establishing skills development seminars and programs.

¢ Creating training and safety manuals for various professions.

¢ Producing books, magazines, newsletters, and other publications.

* Increasing public awareness, knowledge, and confidence in an industry’s or a
profession’s practices.

¢ Conducting and sponsoring industry research and surveys.

¢ Compiling statistical data for industries and professions which is often re-
quested or relied upon by government.

* Providing professionals and businesses with new technical and scientific infor-
mation.

* Developing and enforcing professional safety and health standards.

* Developing and enforcing ethical standards for industry practice.

* Operating accreditation, certification, and other credentialing programs.

¢ Organizing and implementing volunteer programs.

The Administration’s proposal imposes a broad-based, pervasive, and detrimental
penalty on virtually all associations of any kind or size. A tax on the “investment
income” of Section 501(c)(6) organization does not address any issue of income used
for lobbying activities; all such activities by these organizations is already free of
tax exemption or subsidy of any kind (indeed, it can be subject to offsetting “pen-
alty” taxation). There is no double or special tax benefit to those who pay dues to
associations. Instead the Administration’s proposal taxes significant sources of fund-
ing that associations use now for highly desirable services to entire industries, pro-
fessions, and the public. Treating Section 501(c)(6) organization in the same manner
as social clubs ignores the special, quasi-public purposes and functions of associa-
tions, and threatens the ability of such organizations to continue to provide publicly
beneficial services in the future. In summary, this proposal is a legitimate threat,
albeit ill-conceived, to the ongoing viability of thousands of America’s membership
organizations, and should be rejected by this Committee.

Thank you for this opportunity to testify before you today. I would be happy to
supplement this testimony with answers to any questions you may have.
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Chairman ARCHER. Without objection, so ordered. The chair ap-
preciates the testimony of all four of you. Specifically, I would like
to ask Mr. Lifson and Mr. Tucker, who I think represent some of
the finest talent, experience, and expertise in dealing with the Tax
Code. I understand that you both are concerned about the complex-
ity of the tax-relief proposals. However, I don’t want to get into any
of those issues for this question. Relative to the President’s budget,
which, if any, of the administration’s revenue-raising proposals
could you support and feel was justified by tax policy?

Mr. TuckER. We clearly can support the focus on corporate tax
shelters. We think——

Chairman ARCHER. That is mentioned in your testimony, correct?

Mr. TUCKER. Right. Sixteen provisions are too many. They are
too complex. We think there needs to be a straight focus on disclo-
sure, but we can support the focus on that as long as it does not
eliminate legitimate business transactions for which there is a
business purpose.

Chairman ARCHER. Have you been able to examine in detail the
administration’s proposal on tax shelters?

Mr. TUCKER. We have, and we are doing it. We have set up a
task force to work specifically with the

Chairman ARCHER. But you have not reached a conclusion about
the details of that proposal?

Mr. TuckeR. No, sir.

Chairman ARCHER. All right. Well, we will be happy to have your
input when you do reach that conclusion.

Mr. TuckER. We will be glad to.

Chairman ARCHER. Which, if any, other revenue-raiser in the
President’s budget would either one of you support?

Mr. LiFsoN. The only area that we feel extreme concern about is
the treatment of tax-indifferent parties, which I think is part of the
16 specific areas, or the tax-shelter area. We have no position yet
on any of the other revenue-raisers. We are working on a supple-
mental submission at this time.

Chairman ARCHER. So you are not in a position to either support
or oppose all of the other revenue-raisers?

Mr. LirsoN. Correct.

Chairman ARCHER. How soon do you think you might conclude
your analysis?

Mr. TuCcKER. We can get back to you within a couple of weeks.
We have no problem going through that in detail.

Chairman ARCHER. Fine. That would be very helpful. Thank you.

Mr. Doggett.

Mr. DOGGETT. Thank you, Mr. Chairman. Let’s see, Mr.
Sinclaire, I believe that in your written testimony you outlined
nine different forms of tax cuts that you favor for business. What
would be the cost of those to the Treasury.

Mr. SINCLAIRE. I do not have a revenue estimate on those items.

Mr. DOGGETT. You do not have a

Mr. SINCLAIRE. No, I do not.

Mr. DOGGETT. Is it something you could supply the Committee?
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Mr. SINCLAIRE. We do not have any basis to develop revenue esti-
mates. We would rely on revenue estimates that come from the
Joint Committee.

Mr. DOGGETT. And in addition to those nine specific forms, did
I understand your oral testimony to be that you favor repealing all
taxes on corporate profits?

Mr. SINCLAIRE. No.

Mr. DOGGETT. You do not? Your focus is on these nine specific
forms?

Mr. SINCLAIRE. That is not the complete list. There are other
items where we support tax reform such as extension of section
127, items of that nature, the WOTC, the welfare-to-work tax cred-
it. Also, there are other items. This is not an exclusive list of items.

Mr. DOGGETT. One gets the impression from the Forbes article
that I referenced earlier and from other sources, that some cor-
porate officials are actually being harassed into using these tax
shelters by what are referred to as tax-shelter hustlers. Do you find
that to be a problem?

Mr. SINCLAIRE. The Chamber does not provide tax advice——

Mr. DOGGETT. The Chamber took a position on these nine forms
of tax cuts. Do you think that it is important to address this prob-
lem of tax hustlers and the whole problem of tax shelters and tax
avoidance?

Mr. SINCLAIRE. When there is an abusive situation, the Chamber
does not condone that. So in that sense, yes we would favor that
there be some examination and possible changes.

Mr. DOGGETT. Mr. Tucker, with reference to your testimony, is
this problem of aggressive positions by tax shelter hustlers a siz-
able one in this country?

Mr. TUCKER. Whenever you have significant tax reduction that
occurs, not because of business purpose or business-related, but
simply because somebody is marketing a product that combines dif-
ferent provisions of the Code that were not intended to be utilized
together, we think that does create problems. When you see the
corporate taxes are reduced at the cost of what could otherwise be
benefits for individuals or small business, then we think, yes, that
is still a problem.

Mr. DOGGETT. And I would suppose that it is also a professional
problem, reflecting on those tax practitioners who are trying to
counsel their clients to comply completely with the tax law if there
is somebody down the street suggesting you can avoid a significant
amount of tax?

Mr. TUCKER. Yes, sir.

Mr. DOGGETT. If I understand one of your specific recommenda-
tions, in which I think you do share with the Treasury that is men-
tioned in your testimony, you believe that it is important that there
be penalties not only against the corporations that might have
taken advantage of one of these improper rackets, but more par-
ticularly to focus it on the people that hustled them into it and sold
them on one of these improper schemes.

Mr. TUCKER. Yes, sir, as well as the tax-indifferent party that
may be joining into that scheme.

Mr. DOGGETT. And you offer that on behalf of your section even
though, I suppose, there may be some, certainly some tax lawyers
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in the country, and maybe some members of your section, that
could be subject to these penalties.

Mr. TUCKER. We believe that this is a very important set of pro-
visions for the country as a whole. We recognize that any time
something is done prospectively, you may eliminate certain very
beneficial items to certain people, but we think this is something
that is important for the country.

Mr. DOGGETT. You mentioned prospectively. Is it important that
there be a capacity to apply some of these penalties retroactively?

Mr. TUcCKER. We think that we already have a number of provi-
sions in the Code, that, if we had the funding for the Revenue
Service to go out and do the proper scrutiny analysis (when you
have substance versus form, when you have the step transaction
theory), the business purpose theory—there are already a number
of points that could be utilized.

What we are really looking at is the ability to have them look
at items because disclosure has been given, and we think that is
important, because even those activities that have happened in the
past could be picked up under these preexisting judicial and legis-
lative actions.

Mr. DOGGETT. The Forbes article suggested that just one firm
here in the Washington, DC, area had as many as 40 people out
promoting these kinds of schemes. Just in terms of the dimension
of the problem around the country, are there a significant number
of people involved in promoting questionable tax schemes around
the country?

Mr. TUCKER. Legend says that there are. I cannot tell you wheth-
er there are, but we hear that there are numbers of people, but I
certainly could not say who they are or what numbers there are.

Mr. DoOGGETT. Thank you. Look forward to getting your report.

Mr. TUCKER. Thank you, sir.

Mr. HOUGHTON [presiding]. Mr. Weller.

Mr. WELLER. Thank you, Mr. Chairman. Appreciate the panel’s
testimony here and recognize we have a vote and we are going to
have to break for a few minutes to go vote. I will try and be quick.

First, Mr. Lifson, your testimony on simplifying the Code, I wel-
come that, and your suggestions and ideas. And not only do you
note that once again the administration in their targeted tax cuts
create more marriage-tax penalties with their phase-outs. Right
now, I think, in addition to the joint filers, the marriage tax pen-
alty, and then if you add in over 60 additional marriage penalties
that are created by various phase-outs, we really don’t need three
or four more, which the administration proposes adding to com-
plicate the Tax Code even more.

And I would also like to mention in your testimony on page 4
that some suggestions that you propose as we look for ways to sim-
plify the Tax Code and, of course address some of the unfairness,
you suggest marriage-tax penalty relief, increasing the amount for
personal exemptions, increasing the standard deduction, and also
expanding the 15-percent tax bracket. And I just want you to urge
you to take a look at a tax simplification package that Rep. Dunn
and I have offered, which we believe simplifies the Code as well as
addresses the unfairness in the Tax Code.
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And one of the things we do is we expand the 15-percent bracket.
So a family of four making $55,000 is in the 15-percent tax bracket,
rather than the 28-percent tax bracket as they are today. Eliminate
the marriage penalty, eliminate the death tax, eliminate tax on re-
tirement savings. And so I welcome your suggestions and I am anx-
ious to look at this further.

I recognize because of the vote we are going to have to run here.
But I do want to ask a quick question of Mr. Olson.

Mr. OLSON. Yes, sir.

Mr. WELLER. The administration is part of the $176 billion tax
increase package that the President proposes in his budget, in-
cludes a new tax on associations, which you referenced in your tes-
timony. A lot of times when people think of associations they think
of Chamber of Commerce, they think of the Farm Bureau, they
think of the National Federation of Independent Business. Can you
give an example of some of the smaller groups that—and give an
example not only of a smaller organization, but also the impact of
this new tax increase that the administration wants to impose on
the money they have in the bank account, for example, with the
tax on the interest they would have in the money they would set
aside from dues and that. Could you give an example?

Mr. OLsON. I might answer your question in reverse order. The
issue of accruing investments and creating a fund balance for a
nonprofit or tax-exempt organization is important to understand
because it is the result of careful stewardship over many, many
years, and in many instances, decades, of volunteer leadership,
where you are in an environment corporately where nothing can
inure to the benefit of one individual. You have group stewardship
of these resources. So these are not fast, overnight, quick-buck
profits that have been accumulated by a corporation, these are
carefully shepherded investment funds that have grown through
prudent management of member resources over many years.

Examples of some of the smaller groups that have fund balances
that could be impacted extend to groups like Rotary clubs, Boy
Scouts, Young Republicans, the Democratic Women, of State orga-
nizations, local organizations. Anything with a (c)(6) in its classi-
fication under the Internal Revenue Service code, and there are
over 70,000 such organizations, would be directly impacted by this.

And the average of these 70-some thousand in terms of the in-
vestment revenues as a part of their total budget runs about 5.5
percent. Regardless of the size budget, the percentage is about the
same. And that is a big part of their operation.

Mr. WELLER. Mr. Olson, you indicated, you have just made the
statement that the Young Republicans, the Democratic Women’s
Club—I guess I'm running out of time because of this—you know,
one point I would like to make is that, you know, Secretary Lubick
said somehow the individual members will benefit by the new tax
on their organization. And I hope that you can submit some testi-
mony for the record

Mr. OLsON. We have for the record. It’s in our lengthy prepara-
tion. Yes, sir, it is there in detail.

Mr. WELLER. Thank you.

Mr. OLsON. Thank you for asking.
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Mr. HOUGHTON. Gentlemen, I am sorry. We have to vote. We will
have to leave. And then as soon as we have our vote, maybe votes,
we will take a look at our next panel, Mr. Kies, Weinberger,
Wamberg, and Hernandez. Thank you very much for coming. Sorry
we have to push it.

[Recess.]

Chairman ARCHER [presiding.] The Committee will come to
order. Our next panel, which is our second-to-last panel, is before
us now, and welcome. Mr. Kies, if you will identify yourself—I
know you are relatively unknown [laughter] in this room—you may
proceed.

STATEMENT OF KENNETH J. KIES, MANAGING PARTNER,
WASHINGTON NATIONAL TAX SERVICES, PRICEWATER-
HOUSECOOPERS LLP

Mr. Kies. Thank you, Mr. Chairman. My name is Ken Kies. I am
a managing partner at PricewaterhouseCoopers, Washington Na-
tional Tax Services office. The firm has more than 6,500 tax profes-
sionals in the United States and Canada, and works closely with
thousands of corporate clients worldwide, including most of the
Fortune 500.

I'm here to comment on the administration’s corporate tax shel-
ter proposals, specifically the first six proposals in the Treasury’s
list under that section. My comments summarize the key points of
a 50-page analysis we have prepared on these proposals and which
has been made available to the Committee today.

Our analysis reflects the collective experience of many of the
firm’s corporate clients. In our view, these proposals are overreach-
ing, unnecessary, and at odds with sound tax-policy principles. In
my brief time today, I am going to give you several reasons why
these proposals should be rejected.

First, despite statements made by the administration and infer-
ences left by the recent Forbes article on tax shelters, there is no
revenue data or other evidence that would suggest that corporate
tax planning is eroding the corporate income tax base. To the con-
trary, as CBO data show, corporate income tax payments as a per-
centage of GDP over the past 4 years are at their highest level
since 1980, and are projected to remain there for the next 10 years.

Second, Treasury and IRS already have more than adequate
tools to address perceived abuses. These include numerous tax pen-
alties, common-law doctrines, like the economic substance and
business purpose doctrine, and more than 70 antiabuse provisions
in the Code today. Treasury also has the ability to move quickly
to respond to perceived abuses by issuing administrative notices.

Third, Treasury and IRS have not used the tools they already
have. Congress in 1997 enacted legislation broadening the defini-
tion of a tax shelter, subject to stiff penalties. At that time, Com-
merce expressly stated that this change would discourage tax-
payers from entering into questionable transactions.

As of today, Treasury, still has not issued regulations necessary
to activate the 1997 changes. Without having used the tools that
Congress specifically granted in 1997, the administration is now
asking for a new set of tools it believes are more appropriate.
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Fourth, the proposals presented by Treasury are dangerously
vague. They turn on a subjective and, I believe, unadministerable
definition of a tax-avoidance transaction. This definition could be
used by the IRS agents to increase taxes on a broad range of legiti-
mate business transactions.

The IRS would have the authority simply to deny tax benefits
even for transactions that clearly comply with substantive tax law.

I believe these proposals, if enacted, would represent the broad-
est grant of discretion ever given by a Congress to agents of the
IRS. Ironically, this would come a year after Congress took action
to rein in the power of IRS agents.

Fifth, corporate tax executives have told us that these proposals
would make their jobs nearly impossible. There could be no cer-
tainty as to the tax treatment of complex business transactions,
which are often undertaken across borders and are subject to a
patchwork of laws imposed by U.S., foreign, State, and local taxing
jurisdictions. And let’s not forget that these corporate tax execu-
tives are the individuals who are in charge of collecting more than
one-half of the total tax revenue that fund our government, not
only through corporate income tax payments, but also through indi-
vidual income tax and payroll tax withholding and the collection of
the bulk of the existing excise taxes.

Sixth, corporate tax executives are conservative by nature. In ad-
dition to being bound by professional and company-imposed ethical
standards, they have a fiduciary duty to avoid monetary penalties
that could reduce their company’s profitability. Moreover, most cor-
porations are extremely sensitive about preserving and enhancing
their corporate image, thus corporate tax executives are careful not
to recommend a transaction to their management that later might
be reported unfavorably in the national press.

Because of the extreme complexity of tax rules, corporate tax ex-
ecutives need assistance from their professional advisers and other
to help determine tax-efficient and prudent ways to implement
business objectives.

Seventh, I believe these proposals would represent a dramatic
shift in the balance between the Congress and executive branch in
terms of tax policymaking. For many years, Congress and the exec-
utive branch have had differing views on the merits of proposed
changes to tax law. As an example, the current administration in
its past three submissions on the budget, has advanced more than
40 revenue-raising proposals that have been opposed by the Con-
gress, in many cases on a bipartisan basis. This is a healthy ten-
sion, one that more often than not yields correct tax policy deci-
sions. The administration’s proposals effectively would ask Con-
gress to allow the executive branch in the form of the individual
IRS agent to dictate much of tax policymaking.

To conclude, Treasury and the IRS already have more than
ample tools to address situations involving abusive tax planning.
Some tools that you have provided have gathered dust for 2 years.
At this time, I believe there is no demonstrated need to expand on
these tools, particularly in such a way that would give IRS agents
nearly limitless authority to recast the tax treatment of legitimate
business transactions.
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I would be happy to answer any questions that you or the Mem-
bers of the Committee have, Mr. Chairman. Thank you.

[The prepared statement and attachments follow. Appendices to
the statement are being retained in the Committee files.]

Statement of Kenneth J. Kies, Managing Partner, Washington National Tax
Services, PricewaterhouseCoopers LLP

1. Introduction

PricewaterhouseCoopers appreciates the opportunity to submit this written testi-
mony to the Committee on Ways and Means on the revenue-raising proposals in-
cluded in the Administration’s FY 2000 budget submission.

PricewaterhouseCoopers, the world’s largest professional services organization,
provides a full range of business advisory services to corporations and other clients,
including audit, accounting, and tax consulting. The firm, which has more than
6,500 tax professionals in the United States and Canada, works closely with thou-
sands of corporate clients worldwide, including most of the companies comprising
the Fortune 500. These comments reflect the collective experiences of many of our
corporate clients.

Our testimony focuses on broad new measures proposed by the Administration re-
lating to “corporate tax shelters.” Specifically, these include proposals that would (1)
modify the substantial understatement penalty for corporate tax shelters; (2) deny
certain tax benefits to persons avoiding income tax as a result of “tax-avoidance
transactions”; (3) deny deductions for certain tax advice and impose an excise tax
on certain fees received with respect to “tax-avoidance transactions” (4) impose an
excise tax on certain rescission provisions and provisions guaranteeing tax benefits;
(5) preclude taxpayers from taking tax positions inconsistent with the form of their
transactions; and (6) tax income from corporate tax shelters involving “tax-indiffer-
ent parties.” !

In our view, these proposals are overreaching, unnecessary, and at odds with
sound tax policy principles. They introduce a broad and amorphous definition of a
“corporate tax shelter” that could be used by Internal Revenue Service (Service) rev-
enue agents to challenge many legitimate transactions undertaken by companies op-
erating in the ordinary course of business in good-faith compliance with the tax
laws. If enacted by Congress, these proposals would represent one of the broadest
grants of authority ever given to the Treasury Department in the promulgation of
regulations and, even more troubling, to Service agents in their audits of corporate
taxpayers.

A. INITIAL OBSERVATIONS.

1. Revenue data shows no erosion of the corporate tax base.

Before turning to our specific concerns with the Administration’s proposals, it is
worthwhile to consider several important points. First, these proposals have arisen
in response to a perception at the Treasury Department that tax-planning activities
are eroding the corporate tax base.2 The facts suggest otherwise. Corporate income
tax payments reached $189 billion in 1998 and are projected by the Congressional
Budget Office (CBO) to grow to $267 billion in the next 10 years.3 Projections by
the CBO and the Office of Management and Budget (OMB) show that these cor-
porate revenues will remain relatively stable as a share of the overall economy in
the coming years. There is no data in the projections of CBO or OMB to suggest
that corporate tax activity will cause corporate tax revenues to decline in the future.

Moreover, corporate income tax receipts as a percentage of taxable corporate prof-
its stood at 32.4 percent in 1998 and are projected to remain relatively constant over
the next 10 years (32.5 percent in 2008).# This is approximately the effective tax
rate that would result by subjecting all corporate taxable income to the graduated
corporate tax rate schedule, which taxes income at rates starting at 15 percent and

1General Explanation of the Administration’s Revenue Proposals, Department of the Treasury,
February 1999, pp. 95-105.
2 Budget of the United States Government: Fiscal Year 2000, Analytical Perspectives, p. 71.
3The Economic and Budget Outlook: Fiscal Years 2000-2009, Congressional Budget Office,
Jaillxzagy 1999, p. 53.
id.
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increasing to the top statutory rate of 35 percent.> The CBO measure of the cor-
porate tax base is based, with minor modifications, on the economic profits meas-
ured by the national income and product accounts rather than income reported for
tax purposes. As a result, there is nothing in this forecast to suggest that the cor-
pﬁrlate tax base is under assault from an imagined new “market” in corporate tax
shelters.

In fact, during the past four years corporate income tax payments as a percentage
of gross domestic product have reached their highest levels since 1980.6

2. The proposals are inconsistent with the Congressional view that the scope of Treas-
ury Department authority should be limited.

The Administration’s proposals run counter to the spirit of recent Congressional
actions. In last year’s landmark Internal Revenue Service Restructuring and Reform
Act,” Congress enacted significant new limitations on the authority of Service
agents in audit situations. Now, a mere eight months later, the Administration is
asking Congress to empower agents with broad authority to “deny tax benefits”
where they see fit.

In last year’s Administration budget (for FY 1999), Treasury asked for expansive
authority to “set forth the appropriate tax results” and “deny tax benefits” in hybrid
transactions 8 and in situations involving foreign losses.?® Congress dismissed these
proposals. The FY 2000 budget proposals now ask for authority of the same type
but significantly broader than the authorization that Congress rejected just last
year. The Treasury’s new proposals thus can be seen as an attempted end run
around earlier failed initiatives—this time accompanied by the shibboleth of “stop-
ping tax shelters.”

3. Congress in the past has taken actions to stop perceived tax shelter abuses when
necessary.

Congress has been alert to perceived tax shelter issues and has taken a series of
actions in the past. In fact, Congress in 1997 enacted legislation 1°© broadening the
definition of a “tax shelter” subject to stiff penalties under the Internal Revenue
Code and requiring that such arrangements be reported in writing to the Service.l1
The Joint Committee on Taxation’s “Blue Book” explanation discusses the intent un-
derlying these changes:12

The Congress concluded that the provision will improve compliance with
the tax laws by giving the Treasury Department earlier notification than
it generally receives under present law of transactions that may not com-
port with the tax laws. In addition, the provision will improve compliance
by discouraging taxpayers from entering into questionable transactions.

Nineteen months later, the Treasury Department has yet to implement the new
tax shelter reporting rules. To provide fair notice to taxpayers, Congress made the
effective date of these provisions contingent upon Treasury’s issuing guidance on the
new requirements. But as of this date, no such guidance has been issued. It is to-
tally inappropriate from the standpoint of sound tax policy that Treasury at this
time would request expanded authority to address the issue of tax shelters when
it has eschewed recent authority explicitly granted by the Congress on the identical
issue.13

5 Approximately 80 percent of corporate income is earned by corporations subject to the 35-
percent top statutory rate. The largest 7,500 corporations account for approximately 80 percent
of all the corporate income tax collected.

6 The Economic and Budget Outlook: Fiscal Years 2000-2009, supra n.4., at 131.

7Internal Revenue Service Restructuring and Reform Act of 1998, P.L. 105-208.

8 General Explanation of the Administration’s Revenue Proposals, Department of the Treasury,
February 1998, p. 144.

9]1d. at 143.

10 Taxpayer Relief Act of 1997, P.L. 105-34.

11Under the 1997 legislation, the statutory definition of a tax shelter was modified to elimi-
nate the requirement that the tax shelter have as “the principal purpose” the avoidance or eva-
sion of Federal income tax; the new law requires only that the tax shelter have as “a significant
purpose” the avoidance or evasion of tax. See discussion in Part IV below of current penalties
and registration requirements applicable to tax shelters.

12 Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in 1997
(JCS-23-97), December 17, 1997, p. 222.

13Tt should be noted that this unfinished regulation project is but one of many interpretive
projects that the Treasury Department has not completed; the collective effect of this unfinished
work is considerable uncertainty for corporate taxpayers attempting to comply with the tax law
in good faith. This issue will be discussed further in these comments, and an illustrative list
of unfinished regulation projects relevant to corporate taxpayers is set forth in Appendix F.
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Moreover, the Administration’s penalty proposals come at the same time that
Treasury and the Joint Committee on Taxation, as required by the 1998 Internal
Revenue Service Restructuring and Reform Act, are conducting studies reviewing
whether the existing penalty provisions are “effective deterrents to undesired behav-
ior.” 14 These studies, which are required to be completed by this summer, are to
make any legislative and administrative recommendations deemed appropriate. The
Treasury proposals, if enacted, would preempt the careful penalty review process
that was designed by the Congress last year.

Meanwhile, Congress and Treasury successfully have worked together to identify
specific situations where the tax laws are being applied inappropriately and to enact
quickly substantive tax-law changes in response. Recent examples include legisla-
tion enacted or introduced relating to liquidations of REITs or RICs 15 and transfers
of assets subject to liabilities under section 357(c).16 The Administration’s FY 2000
budget proposes a series of specific changes in a number of other areas. Whether
or not the tax policy rationales given by Treasury for these targeted proposals are
persuasive, the appropriate manner in which to curb avoidance potential is for Con-
gress to deliberate upon specific legislative proposals, and not to grant broad and
unfettered authority to Treasury and Service revenue agents.

Finally, it should be mentioned that the broad grant of authority in the Treasury
Department tax shelter proposals is totally unnecessary. On several occasions in re-
cent years, Treasury has determined that administrative actions were necessary to
stop certain perceived avoidance transactions.'” While we may not agree that Treas-
ury’s action was appropriate in each instance that such action was taken, it is clear
that no further grant of authority is necessary or warranted from the Congress on
these matters.

B. OUTLINE OF COMMENTS.

These comments set forth a number of key considerations that should be weighed
by Congress in evaluating the Administration’s corporate tax shelter proposals:

¢ First, we discuss each of the Administration’s corporate tax shelter proposals,
offering a brief critique and analysis on tax policy grounds.

* Second, we explore the potential detrimental impact of the Administration’s pro-
posals on an illustrative series of legitimate business transactions.

e Third, we analyze the existing tools that are available to the Treasury Depart-
ment and the Internal Revenue Service—and Congress—to address tax shelters and
other perceived abuses under the tax system. This discussion includes an expla-
nation of current-law penalty and disclosure rules; specific anti-abuse rules; com-
mon-law doctrines (e.g., “economic substance” and “substance over form”) that may
be invoked; and opportunities to address abuses through legislative action.

¢ Fourth, we discuss the vital role played by corporations in administering U.S.
tax laws—while dealing with their complexity—and the important responsibilities
of corporate tax directors to their shareholders. These roles and responsibilities are
often overlooked during consideration of U.S. corporate income tax policy.

¢ Finally, we discuss the role played by accounting firms in advising corporations
on tax issues.

14P L. 105-208, sec. 3801.

15P.L 105-277, sec. 3001 (provision aimed at attempts to read statutory provisions as permit-
ting income deducted by a liquidating REIT or RIC and paid to its parent corporation to be en-
tirely tax free during the period of liquidation).

16 A provision addressing the tax treatment of certain transfers of assets subject to liabilities
described in section 357(c) passed the House February 8, 1999, as part of H.R. 435; an identical
provision was approved by the Senate Finance Committee January 22, 1999, as part of S. 262.
The provisions would apply to transfers on or after October 19, 1998, the date on which House
Ways and Means Committee Chairman Bill Archer introduced legislation on this topic. That leg-
islation was developed by Chairman Archer in coordination with the Treasury Department in
response to concerns that some taxpayers were structuring transactions “to take advantage of
the uncertainty” under the tax law.

17Treasury Department activities to stop perceived avoidance transactions will be discussed
in further detail in these comments. An illustrative list of prior Treasury Department adminis-
trative actions to stop perceived avoidance is set forth in Appendix C.
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II. ANALYSIS OF ADMINISTRATION S CORPORATE TAX SHELTER
PROPOSALS

A. MODIFY SUBSTANTIAL UNDERSTATEMENT PENALTY FOR CORPORATE TAX SHELTERS.

1. Treasury proposal.

The proposal generally would increase the penalty applicable to a substantial un-
derstatement by a corporate taxpayer from 20 percent to 40 percent for any item
attributable to a “corporate tax shelter,” effective for transactions occurring on or
after the date of first committee action. In addition, the present-law reasonable
cause exception from the penalty would be repealed for any item attributable to a
corporate tax shelter.

A “corporate tax shelter” would be defined as any entity, plan, or arrangement
(to be determined based on all facts and circumstances) in which a direct or indirect
corporate participant attempts to obtain a tax benefit in a tax avoidance trans-
action. A “tax benefit” would be defined to include a reduction, exclusion, avoidance,
or deferral of tax, or an increase in a refund, but would not include a tax benefit
“clearly contemplated by the applicable provision (taking into account the Congres-
sional purpose for such provision and the interaction of such provision with other
provisions of the Code).”

A “tax avoidance transaction” would be defined as any transaction in which the
reasonably expected pre-tax profit (determined on a present-value basis, after taking
into account foreign taxes as expenses and transaction costs) of the transaction is
insignificant relative to the reasonably expected net tax benefits (i.e., tax benefits
in excess of the tax liability arising from the transaction, determined on a present-
value basis) of such transaction. In addition, a tax avoidance transaction would be
defined to cover certain transactions involving the improper elimination or signifi-
cant reduction of tax on economic income.

2. Analysts.

This proposal is overbroad, unnecessary, and totally inconsistent with the goals
of rationalizing penalty administration and reducing taxpayer burdens.

First, the proposal creates the entirely new and vague concept of a “tax avoidance
transaction.” The first prong of the definition of a tax avoidance transaction is styled
as an objective test requiring a determination of whether the present value of the
reasonably expected pre-tax profit from the transaction is insignificant relative to
the present value of the reasonably expected tax benefits from the transaction. How-
ever, the inclusion of so many subjective concepts in this equation precludes its
being an objective test. As an initial matter, what constitutes the “transaction” for
purposes of this test? Next, what are the parameters for “reasonable expectation”
in terms of both pre-tax economic profit and tax benefits? Further, where 1s the line
drawn regarding the significance of the reasonably expected pre-tax economic profit
relative to the reasonably expected net tax benefits?

Not only is this prong of the test extremely vague, the uncertainty is compounded
by the second prong of the definition of tax avoidance transaction. Under this alter-
native formulation, certain transactions involving the improper elimination or sig-
nificant reduction of tax on economic income would be considered to be tax avoid-
ance transactions even if they did not satisfy the profit/tax benefit test described
above. The inclusion of this second prong renders the definition entirely subjective,
with virtually no limit on the Service’s discretion to deem a transaction to be a tax
avoidance transaction.

Second, elimination of the reasonable cause exception would result in situations
where a revenue agent is compelled to impose a 40-percent penalty even though the
agent determines that (1) there is substantial authority supporting the return posi-
tion taken by the taxpayer, and (2) the taxpayer reasonably believed (based, for ex-
ample, on the opinion or advice of a qualified tax professional) that its tax treatment
of the item was more likely than not the proper treatment. If, in that situation, a
revenue agent concluded it would be appropriate to “waive” the penalty, the agent
could do so only by determining that the transaction in question was not a corporate
tax shelter, i.e., that the increased penalty was not applicable. Over time, one clear-
ly unintended consequence of forcing revenue agents to make such choices might be
a skewed definition of the term “tax shelter.”

The automatic nature of the proposed increased penalty would alter substantially
the dynamics of the current process by which the vast majority of disputes between
the Service and corporate taxpayers are resolved administratively. Today, even
where a corporation and the Service agree that there is a substantial understate-
ment of tax attributable to a tax shelter item, the determination as to whether the
substantial understatement penalty should be waived for reasonable cause contin-
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ues to focus on the merits of the transaction and the reasonableness of the tax-
payer’s beliefs regarding those merits. If, however, the reasonable cause exception
no longer were available, the parties necessarily would have to focus on whether the
transaction in question was a “tax avoidance transaction” and other definitional
issues unrelated to the underlying merits of the transaction.

Stripping revenue agents of their discretion to waive penalties for reasonable
cause would make it more difficult for the Service to achieve its objective of resolv-
ing cases at the lowest possible level. Unnecessary litigation also would result. In
many cases, the size of the penalty and the absence of flexibility regarding its appli-
cation could compel the taxpayer to refuse to concede or compromise its position on
the merits of the issue, since only by prevailing on the merits could the taxpayer
avoid the penalty. Moreover, the mere availability of such an onerous penalty may
cause some revenue agents to threaten its assertion as a means of exacting unre-
lated (and perhaps unwarranted) concessions from the taxpayer. Clearly, the use of
the increased substantial understatement penalty as a “bargaining chip” is not ap-
propriate or warranted for the proper determination of tax liability of a corporation
and the efficient administration of the examination process.

Increasing the penalty on substantial understatements that result from corporate
tax shelters to 40 percent also would be inconsistent with the Service’s published
policy regarding penalties. Policy Statement P-1-18 states that “[plenalties support
the Service’s mission only if penalties enhance voluntary compliance.” Similarly, In-
ternal Revenue Manual (20)122 provides that “[t]lhe fundamental reason for having
penalties is to support and encourage voluntary compliance.” Thus, the Service’s
principal purpose in asserting penalties is not to punish, but rather to ensure and
enhance voluntary compliance. The imposition of a 40-percent substantial under-
statement penalty in situations where under current law reasonable cause would be
{'ound to exist would punish taxpayers that in fact are in compliance with the tax
aws.

Creating new penalties—especially ones whose applicability depends on whether
a particular transaction meets an inexact definition—would put too many revenue
agents in a position of having to interpret statutes, rules, and regulations unrelated
to the substance of the issue or transaction in question. Based on our experience,
it is likely that many agents would find it easier and less risky to assert the new
penalty rather than expose themselves to being second-guessed by others at the
Service as to whether the penalty was applicable. Accordingly, pressures on revenue
agents may cause the new penalty to be asserted initially in far too many cir-
cumstances than are warranted.

Further, the Service historically has had significant difficulty administering civil
tax penalties fairly and consistently among regions, service centers, district offices,
and functions. Those difficulties resulted in the Commissioner’s establishing a task
force in 1987 to study civil tax penalties, the issuance of a report by that task force
in February 1989, a legislative overhaul of the Code’s penalty provisions in 1989,18
and the creation and issuance of the Consolidated Penalty Handbook as part of the
Internal Revenue Manual.

It is evident that Congress believes there is room for significant further improve-
ment and clarity in the administration of penalties. As discussed above, the Internal
Revenue Service Restructuring and Reform Act of 1998 requires the Joint Commit-
tee on Taxation and the Treasury Department to conduct separate studies regarding
whether the current civil tax penalties operate fairly, are effective deterrents to
undesired behavior, and are designed in a manner that promotes efficient and effec-
tive administration.1® The Joint Committee and Treasury will make whatever legis-
lative and administrative recommendations they deem appropriate to simplify pen-
alty administration and reduce taxpayer burden. With these important studies in
process at this time, this legislative proposal to increase the substantial understate-
ment is ill-conceived and unwarranted.

B. DENY CERTAIN TAX BENEFITS TO PERSONS AVOIDING INCOME TAX AS A RESULT OF
TAX-AVOIDANCE TRANSACTIONS.

1. Treasury proposal.

The proposal would expand the current-law rules in section 269 to authorize
Treasury to disallow a deduction, credit, exclusion, or other allowance obtained in
a “tax avoidance transaction” (as defined above). The proposal would be effective for
transactions entered into on or after the date of first committee action.

18The “Improved Penalty Administration and Compliance Tax Act” was enacted as part of the
Omnibus Budget Reconciliation Act of 1989. (P.L. 101-239, secs. 7701-7743)
19 See n.14, supra.
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2. Analysis.

In crafting this proposal, Treasury has disregarded the off-quoted observation of
Judge Learned Hand that taxpayers are entitled to arrange their business affairs
so as to minimize taxation and are not required to choose the transaction that re-
sults in the greatest amount of tax.20 Under the Treasury proposal, even though a
taxpayer’s transaction has economic substance and legitimate business purpose, the
Service would be empowered to deny the tax savings to the taxpayer if another
route of achieving the same end result would have resulted in the remittance of
more tax.

Essentially, this proposal would grant unfettered authority to the Service to deter-
mine independently whether a taxpayer is engaging in a transaction defined as a
“tax avoidance transaction,” and, based on that determination, to disallow any de-
duction, credit, exclusion, or other allowance obtained by the taxpayer. A tax avoid-
ance transaction would be defined to include a transaction involving the “improper
elimination” or “significant reduction” of tax on economic income. In other words,
if the Service believed for any reason that the taxpayer had structured a transaction
that yields too much in tax savings, it would have the power to strike it down. This
power could be invoked without regard to the legitimacy of the taxpayer’s business
purposes for entering into the transaction or the economic substance underlying the
transaction. In other words, if the transaction is too tax efficient, then it simply
would not be permitted by the Service.

The Administration states that this proposed enormous expansion of the current
section 269 rules must be adopted because the current-law restrictions only apply
to the acquisition of control or the acquisition of carryover basis property in a cor-
porate transaction. It is important to place the current rules in context. The statu-
tory rule has been in the tax law since 1943. Congress at that time was concerned
that corporations were trafficking in net operating losses and excess profits cred-
its.21 The statute is focused on acquisitions of corporate control and nontaxable cor-
porate reorganizations that produce tax advantages following the combination that
were not independently available to the parties prior to the combination.

The original objective for enactment of section 269—to police the transfer of tax
benefits in corporate combinations—has been virtually superseded by other statutes
and regulations. For example, sections 382, 383, and 384 provide detailed limita-
tions on the use of NOLs, built-in deductions, and tax credits following certain cor-
porate combinations. The consolidated return regulations under section 1502 contain
numerous limitations on the use of net operating losses, built-in deductions, and tax
credits following the addition of a new member to a consolidated group. Further,
section 1561 places limits on surtax exemptions in the case of certain controlled cor-
porate groups.

Nevertheless, even though section 269 has been superseded in certain respects by
subsequent specific legislation and thereby rarely is applied, taxpayers considering
prudent planning transactions must take into account section 269 in many different
corporate contexts because of the broad reach of its provisions. This statute results
in burdensome and time-consuming administrative issues for taxpayers and revenue
agents alike, with few changes in positions ultimately required and little revenue
generated in return. The issue of whether the taxpayer has obtained a particular
benefit it would not otherwise enjoy often is a difficult determination, and determin-
ing the taxpayer’s principal purpose is a subjective exercise. This results in a lack
of uniformity in the statute’s application.

The Administration now proposes to expand significantly an outdated and signifi-
cantly superseded statute. The proposal would cover transactions that significantly
reduce tax on what the Service views as “economic income.” Such potentially broad
application would create uncertainty for corporate taxpayers following prudent tax
planning to implement business objectives in a variety of transactions.

Another significant expansion of section 269 contemplated in the Treasury pro-
posal is to cover any “exclusion” obtained in conjunction with any broadly defined
“tax avoidance transaction.” Currently, section 269 refers only to a “deduction, cred-
it or other allowance” secured by the taxpayer in an inappropriate manner. Under
current law, courts have refused to apply section 269 in instances where the secured
benefit is an exclusion from income.?2 To address the allocation of income from one

20 Judge Hand wrote: “Over and over again courts have said that there is nothing sinister in
so arranging one’s affairs as to keep taxes as low as possible. Everybody does so, rich or poor;
and all do right, for nobody owes any public duty to pay more than the law demands: taxes
are enforced extractions, not voluntary contributions” (Comm’r v. Newman, 159 F.2d 848, 850—
51 (2d Cir.1947) (dissenting opinion)).

21See H.Rpt. No. 871, 78th Cong., 1st Sess. 49 (1943).

22 Modern Home Fire and Casualty Insur. Co. v. Comm’r, 54 TC 839 (1970).
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taxpayer to another, Congress has legislated other provisions, such as the allocation
rules of section 482 under which Treasury has promulgated comprehensive regula-
tions. No tax policy rationale exists for the expansion of current section 269 to cover
these situations.

C. DENIAL OF DEDUCTIONS FOR CERTAIN TAX ADVICE; EXCISE TAX ON CERTAIN FEES
RECEIVED WITH RESPECT TO CORPORATE TAX SHELTERS.

1. Treasury proposal.

The Treasury proposal would deny a deduction to a corporation for fees paid or
incurred in connection with the purchase and implementation of corporate tax shel-
ters and the rendering of tax advice related to corporate tax shelters. The proposal
also would impose a 25-percent excise tax on fees received in connection with the
purchase and implementation of corporate tax shelters (including fees related to the
underwriting or other fees) and the rendering of tax advice related to corporate tax
shelters. These proposals would be effective for fees paid or incurred, and fees re-
ceived, on or after the date of first committee action.

2. Analysts.

The imprecise definition of a corporate tax shelter transaction contained in this
and related Treasury proposals would make it difficult for taxpayers and profes-
sional tax advisers to determine the circumstances under which this provision would
be applicable. The substantive burdens of interpreting and complying with the stat-
ute and the administrative problems that taxpayers and the Service would face in
attempting to apply this provision cannot be overstated.

Further aggravating the complexity and burdens that are imbedded in this pro-
posal is the fact that the ultimate determination that a particular transaction was
a corporate tax shelter may not be made until several years after the fees are paid.
In that situation, issues arise as to when the excise tax is due, whether the applica-
ble statute of limitations has expired, and whether and upon what date interest
would be owed on the liability.

More fundamentally, the creation of the proposed excise tax subjects tax advisers
to an entirely new and burdensome tax regime, a regime that again shifts the focus
away from the substantive tax aspects of the transaction to unrelated definitional
and computational issues. It is also unclear who would administer or enforce this
new tax regime. For instance, if the existence of a tax shelter is determined as a
result of an income tax examination of a corporation, would the revenue agents con-
ducting that examination have jurisdiction over a resulting excise tax examination
of the taxpayer’s tax adviser? Would the income tax and excise tax examinations
be conducted concurrently? How would conflicts of interest between the taxpayer
and the adviser be identified and handled? These are only a few of the serious real-
world issues that would have to be resolved to administer an inherently vague and
cumbersome proposal.

Finally, the real possibility exists that the effect of the proposal may be to deter
certain taxpayers from seeking and obtaining necessary advice and guidance from
a qualified tax professional in many transactions where the broad and vague scope
of the prohibition calls into question the ultimate deductibility of fees. In many such
cases, 1t is likely that qualified tax advice would have either convinced the taxpayer
that it would be unwise or improper to enter into the transaction, or resulted in the
restructuring of the transaction so as to bring it within full compliance with the let-
ter and spirit of the internal revenue laws.

D. IMPOSE EXCISE TAX ON CERTAIN RESCISSION PROVISIONS AND PROVISIONS
GUARANTEEING TAX BENEFITS.

1. Treasury proposal.

The proposal would impose on the corporate purchaser of a corporate tax shelter
an excise tax of 25 percent on the maximum payment under a “tax benefit protec-
tion arrangement” (including a rescission clause and insurance purchased with re-
spect to a transaction) at the time the arrangement is entered into. The proposal
would apply to arrangements entered into on or after the date of first committee
action.

2. Analysis.

This proposal breaches basic normative rules of tax law by purporting to tax an
expectancy, and by not limiting tax to income received or realized by a taxpayer.
As a practical matter, the provision fails to consider the way rescission provisions
or guarantees work. Generally, such an agreement puts the tax adviser at risk for
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an agreed-upon percentage of the amount of additional tax for which the taxpayer
ultimately is liable as a result of the transactions to which the adviser’s advice re-
lates. That amount, of course, cannot be determined unless and until the Service
proposes adjustments to the taxpayer’s liability related to the item or transaction
in question, and the taxpayer’s correct liability is either agreed upon or determined
by a court. Until such time, it is unclear how an excise tax determination appro-
priately could be made, and assessing tax based upon the highest potential rescis-
sion benefits obtainable by a taxpayer in the future, whether actually realized or
not, contravenes basic issues of fairness in our normative income tax system.

Further, the creation of the proposed excise tax subjects corporate taxpayers to
an entirely new and burdensome tax regime, a regime that again shifts the focus
away from the substantive tax aspects of the transaction in question to unrelated
matters regarding the taxpayer’s use of a tax adviser and the details of its relation-
ship with the adviser. As such, the provision constitutes an unwarranted intrusion
into the manner in which corporate taxpayers conduct their business affairs. In ad-
dition, the provision not only discourages, but actually stigmatizes, the willingness
of qualified tax advisers to stand behind the quality and accuracy of their profes-
sional services.

E. PRECLUDE TAXPAYERS FROM TAKING TAX POSITIONS INCONSISTENT WITH THE FORM
OF THEIR TRANSACTIONS.

1. Treasury proposal.

The proposal generally would provide that a corporate taxpayer could not take
any position on its return or refund claim that the income tax treatment of a trans-
action differs from that dictated by its form if a “tax-indifferent party” has an inter-
est in the transaction. The form of a transaction would be determined based on all
facts and circumstances, including the treatment given the transaction for regu-
latory or foreign law purposes. A “tax indifferent party” would be defined to include
foreign persons, Native American tribal organizations, tax-exempt organizations,
and domestic corporations with expiring loss or credit carryforwards. The proposal
would be effective for transactions entered into on or after the date of first commit-
tee action.

2. Analysis.

. The prevalent theme of this proposal is an approach of “heads I win, tails you
ose.”

The Administration’s proposal would turn upside down the most sacred of all tax
doctrines: the tax treatment of a transaction should be based on its substance, and
not its form, when its form does not properly reflect its substance. While some
courts have said that there are restrictions on when a taxpayer may take a position
contrary to the form of its own transaction, even those courts have not imposed an
absolute prohibition. If the form chosen by the taxpayer has economic substance,
then the taxpayer generally may not assert that the transaction should be taxed in
accordance with a different form. However, if the taxpayer can show that the form
chosen does not reflect the economic substance of the transaction, then a court gen-
erally will evaluate the merits of the taxpayer’s claim.

In cases where the tax treatment of a transaction is derived from a written agree-
ment between a taxpayer and a third party, courts have been more hesitant to en-
tertain a substance-over-form argument made by the taxpayer. In these cases, the
economic relationship between the taxpayer and other party is established primarily
by the agreement itself, rather than independent evidence. The most typical case
involves an allocation of the purchase price among various assets after the taxable
acquisition of a business. Courts essentially have incorporated the “parol evidence”
rule from applicable State law into the tax law. In some circuits, this means that
the taxpayer may assert substance over form only with “strong proof.” Other cir-
cuits, following the so-called “Danielson rule,” hold that the taxpayer may assert
substance over form only with proof that would render the agreement unenforceable
(e.g., proof of mistake or fraud). Courts have limited the application of the strong
proof rule or the Danielson rule to cases involving a written agreement between two
parties, where the Service is confronted with potentially conflicting tax claims and
thus a potential whipsaw.

The Treasury proposal essentially is a drastic expansion of the Danielson rule
with an unusual twist. First, the proposed rule prohibiting taxpayers from asserting
substance over form would not be limited to cases involving an economic relation-
ship set forth in a written agreement with a third party; rather, it would apply to
any transaction where a taxpayer has chosen a particular form. Second, the pro-
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posal would apply where there are no potentially conflicting tax claims, and thus
no potential for whipsaw, contrary to the approach adopted by the courts.

The fact that a taxpayer, under the proposal, could disclose on its return that it
was treating a transaction differently than the transaction’s form does not answer
these criticisms. The meaning of “form” would be unclear in many circumstances.
Does “form” refer to the label given to the transaction or instrument, or does it refer
to the rights and liabilities set forth in the documentation? For example, if an in-
strument is labeled debt, but has features in the documentation typically associated
with an equity interest, is the form debt or equity?

Recent attention has been given to Canadian exchangeable share transactions, in
which a U.S. corporation acquires a Canadian corporation and the Canadian share-
holders retain shares in the Canadian target that are exchangeable for shares in
the U.S. acquiror. These shares appear in form to be shares in the Canadian target
but in substance may have legal and economic rights equivalent to shares in the
U.S. acquiror. One commentator recently suggested that taxpayers structuring these
transactions and treating these instruments as shares in the Canadian target are
taking positions contrary to the “form.” However, this seems to be a classic case
where the Service would be asserting that the form of the transaction (i.e., shares
in the Canadian target) does not reflect its substance (i.e., shares in the U.S.
acquiror). The issue should not be what the form of the transaction is but rather
what the substance is.

This proposal would have the unfortunate effect of forcing the taxpayer and the
Service to fight over the characterization of a transaction’s form, when they ought
to be debating the substance of the transaction. The proposal does not subject the
Service to the same rule, i.e., the Service would not be precluded from asserting sub-
stance over form.

F. TAX INCOME FROM CORPORATE TAX SHELTERS INVOLVING TAX-INDIFFERENT
PARTIES.

1. Treasury proposal.

The proposal would impose tax on “tax-indifferent parties” on income allocable to
such a party in a corporate tax shelter, effective for transactions entered into on or
after the date of first committee action.

2. Analysis.

This proposal ignores the fact that many businesses operating in the global econ-
omy are not U.S. taxpayers, and that in the global economy it is increasingly nec-
essary and common for U.S. companies to enter into transactions with such entities.
Moreover, the fact that a tax-exempt person earns income that would be taxable if
instead it had been earned by a taxable entity cannot in and of itself be viewed as
objectionable by the government—if that were the case, the solution simply would
be to repeal all tax exemptions. This overreaching Treasury proposal cannot be jus-
tified on any tax policy grounds.

Invocation of a rule that would impose tax on otherwise nontaxable persons
should require some greater evidence of tax abuse than the mere fact that one of
the parties is a foreign person or a tax-exempt entity. The only limit on the applica-
tion of this proposed rule would be the basic definition of a corporate tax shelter,
but as discussed elsewhere in this testimony, that overbroad definition and the
nearly unfettered authority contained in the proposal likely would cover many rou-
tine business arrangements.

Moreover, as it applies to foreign persons in particular, the provision is overbroad
in two significant respects. First, treating foreign persons as tax-indifferent ignores
the fact that in many circumstances they may be subject to significant U.S. tax, ei-
ther because they are subject to the withholding tax rules, because they are engaged
in a U.S. trade or business, or because their income is taxable to their U.S. share-
holders. To treat all such persons as by definition tax-indifferent would lead to the
application of the tax-indifferent party tax to persons that are already subject to
U.S. tax. The coordination of normal U.S. taxes with the special tax-indifferent
party tax is not addressed by the proposals, so it is not clear whether it is intended
that a second U.S. tax would be collected in such cases. If that is not the intent,
then coordination rules would be required, which could create substantial complex-
ity, particularly when the liability for the tax-indifferent party tax is imposed on
other parties to the transaction.

Second, limiting the collection of the tax to parties other than treaty-protected for-
eign persons does not hide the fact that the tax-indifferent party tax would con-
stitute a significant treaty override. Collecting the tax-indifferent party liability
from other parties would function purely as a collection mechanism, much like a
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withholding tax, but it is the income of the foreign person that would be subject to
the tax.23 Imposing such a tax on treaty-protected income remains inconsistent with
treaty obligations regardless of the collection mechanism adopted. Such a treaty
override seems doubly objectionable in a context in which the tax avoidance about
which Treasury is concerned is not that of the treaty-protected foreigner, but rather
that of another taxpayer. Thus, while Treasury and Congress may conclude that in
certain circumstances a treaty override is required to advance significant U.S. tax
policy goals, this misguided and unnecessary provision does not justify the serious
damage to treaty relationships that it would engender.

III. POTENTIAL IMPACT OF TREASURY PROPOSALS ON LEGITIMATE
BUSINESS TRANSACTIONS

The overreaching and vague Treasury Department proposals would have a se-
verely detrimental impact on tax analysis and planning relating to a large number
of legitimate business transactions. The proposals contemplate that many of the pro-
visions would apply whenever a corporate tax shelter (as newly defined) is found
to exist, even if the taxpayer’s position is substantively correct under the Code, reg-
ulations, and case law.24 By contrast, the current-law tax shelter penalty provisions
come into play only if the taxpayer initially is found to have understated its tax li-
ability.

Faced with the regime of draconian sanctions proposed by Treasury, taxpayers
would find it difficult to make business decisions with any certainty as to the tax
consequences, since even a correct application of existing rules could be overturned
based on a finding that a transaction worked an “improper deferral” or a “significant
reduction of tax.” Our testimony below presents only a few of the examples that
could be cited of normal business transactions that could be caught in the web
woven by the new proposals.

A. INTERNATIONAL TRANSACTIONS.

1. Debt capitalization of U.S. subsidiary of foreign parent.

Something as basic as the capital structure of a company can be said to reduce
the tax on the company’s economic income. For example, if the foreign parent of a
U.S. subsidiary chooses to capitalize the subsidiary with significant debt, the U.S.
tax liability of the U.S. subsidiary may be reduced substantially, with no effect on
the group’s economic income. Existing law includes provisions under which the Serv-
ice can test the legitimacy of the interest deductions claimed by the subsidiary in
that situation, including the “earnings stripping” rules under section 163(j), the
anti-conduit rules under section 7701(l), various treaty-shopping rules, and common
law debt-equity principles. Even if the taxpayer’s interest deduction passed all of
those hurdles, the Treasury proposals could be interpreted to label the corporation’s
capital structure as a tax shelter, given the reduction of tax on economic income.

The taxpayer could avoid the tax shelter designation only if it could show that
the tax benefit of its interest deduction was “clearly contemplated” under the Code.
Thus, notwithstanding all the rules that the tax law has developed to test interest
deductions, the final determination of the taxpayer’s liability would come down to
application of a rule that provides virtually no substantive guidance. When is the
tax benefit of a deduction for interest “clearly contemplated” by the Code? Obviously
not always, because the Code has many specific rules that limit the extent to which
a taxpayer may receive a tax benefit for interest it has paid. If a transaction satis-
fies those specific provisions of the Code, can its tax benefits safely be described as
“clearly contemplated” within the meaning of the proposed tax shelter provisions?
Presumably not, because Treasury considers its proposal to be a significant change

23 Depending on the terms of the relevant contractual arrangements, the other participants
who paid the tax on the income of the foreign person might well seek to recover that tax from
the foreign person.

24This follows from the facts that the trigger for applying several of the proposed sanctions
(other than the understatement penalty) is the mere existence of a corporate tax shelter, and
that the definition of a corporate tax shelter does not appear to exclude any arrangement based
on the substantive correctness of the positions taken by the taxpayer. Sanctions that could be
invoked on this basis include the denial of tax benefits under section 269, the denial of deduc-
tions for fees paid, the excise tax on fees received, and the excise tax on tax benefit guarantees.
Indeed, it would appear that by permitting the denial of benefits under section 269 without ref-
erence to substantive correctness, the Treasury proposal then could come full circle and impose
an understatement penalty on the taxpayer even though its position had been shown to be sub-
stantively correct in the first instance.
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to current law, so as to permit the Service to prevail in circumstances in which it
could not prevail under existing law.

Thus, under the Treasury proposals, taxpayers are left with the uneasy sense that
some interest deductions that satisfy all current substantive tax provisions must be
“clearly contemplated,” and hence are safe from further scrutiny under this proposal
as corporate tax shelters, while other interest deductions would not so qualify. The
taxpayer, however, would have no idea how to distinguish between them. Moreover,
taxpayers and the Service often would disagree over when a benefit was “clearly
contemplated.” In the case of a debt-capitalized U.S. subsidiary, the Service might
well argue that in its opinion the benefit received (namely, the interest deduction)
exceeds that which was “clearly contemplated” by Congress.

To complicate matters further, the likelihood of a “not clearly contemplated” at-
tack may be greater in the context of a cross-border transaction. While the current
Treasury explanation of its proposals does not discuss extensively the use of hybrid
entities or instruments,25 previous Treasury proposals suggest that the presence of
a cross-border hybrid likely would affect Treasury’s analysis. For example, suppose
that the debt instrument giving rise to the U.S. subsidiary’s interest deduction was
viewed as stock by the parent’s home country, so that the payments were viewed
as dividends that received favorable tax treatment in that jurisdiction.26 Would the
Service argue that the benefit of the subsidiary’s interest deduction is “clearly con-
templated” only when the payment is viewed as interest in the hands of both the
payor and the payee? Treasury pronouncements to date provide no clear answer,
having suggested, for example, that inconsistent cross-border characterizations lead-
ing to the recognition of a foreign tax credit in two jurisdictions simultaneously may
be abusive in Treasury’s view, while the simultaneous recognition of depreciation
deductions in two jurisdictions has been viewed by Treasury as appropriate.2?

Accordingly, a foreign parent faced with the need to determine the capital struc-
ture for its U.S. operations would find it extraordinarily difficult to predict its U.S.
tax treatment with any certainty. Even if a cross-border transaction complies with
all existing rules, and regardless of whether the transaction tries to achieve any
cross-border arbitrage, a company always would face the possibility of a Service
challenge that would deny the benefit of its deductions and impose several other
sanctions based on interpretations of the “corporate tax shelter” definition. Adding
this type of fundamental uncertainty to the already extreme complexity of the Code
cannot be defended as appropriate tax policy.

2. Foreign tax reduction

As a threshold matter, it is not clear whether the Treasury proposal is limited
to avoidance of U.S. as opposed to foreign taxes. The proposals are drafted broadly
in terms of “a tax benefit in a tax avoidance transaction,” “a significant reduction
of tax,” etc. Recent Treasury Department activities should make it clear that the
inquiry is a serious one, since IRS Notice 98-11 establishes that Treasury may be
as concerned about avoidance of foreign taxes as about U.S. taxes. This follows from
the fact that the Notice would treat otherwise identical transactions differently, de-
pending on whether the effect of the transaction was to achieve a reduction of for-
eign tax.28

The new tax shelter proposals would seem to give Treasury authority to deny tax
benefits in connection with any arrangements entered into by a U.S.-based multi-
national in connection with the debt-capitalization of its foreign operations, or in-
deed any transaction or structure that had the effect of significantly reducing for-
eign taxes. The uncertainty would be further compounded by the issue of hybrid sta-
tus discussed above—would the Service be more likely to challenge a foreign tax-
reduction structure with hybrid elements? For example, would a “hybrid branch”
within the meaning of Notice 98-11 be more susceptible to challenge than a conven-
tional branch that had the same tax effect (i.e., foreign tax reduction with no sub-

25There is an oblique reference to hybrid arrangements in connection with the proposal that
would prohibit taxpayers from taking a position that is inconsistent with the form of their trans-
actions.

26 For example, the parent might receive a foreign tax credit for the underlying U.S. corporate
tax paid by the U.S. subsidiary, or the dividends might be eliminated through a “participation
exemption” or similar regime.

27 See Notice 98-5 and the Administration’s 1998 budget proposals.

28 The Notice proposes rules that would trigger subpart F inclusions with respect to payments
involving hybrid branches only if such payments had the effect of reducing foreign taxes. The
policy debate concerning the substantive treatment set forth in the statute is beyond the scope
of this testimony—it should suffice for our purposes here to note that Treasury does seem to
object to foreign tax reduction by U.S. taxpayers.
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part F inclusion)? The question cannot be answered based on the proposals them-
selves or any other Treasury guidance.

Accordingly, enactment of the Treasury proposals would throw the structuring of
international operations of U.S. companies into complete tax uncertainty—the tax
consequences of many transactions and investments would not be determinable
until long after the fact, since their tax results could not be determined based on
the existing Code, regulations, or case law. Instead, the taxpayer would have to wait
until Service revenue agents reviewed the transactions and determined whether
they were offended by any particular aspect, regardless of the extent to which the
transaction complied with existing law. This discretion and the unprecedented com-
p}ei(ity and uncertainty it would cause cannot be justified on any tax policy prin-
ciple.

3. Foreign tax credits in high-tax settings.

If the Treasury proposals were enacted, a U.S.-based multinational could find
itself in a remarkable whipsaw. Efforts to reduce foreign taxes could trigger a re-
sponse of the Service based on Notice 98-11 type concerns; on the other hand, fail-
ure to reduce foreign taxes potentially could subject the taxpayer to scrutiny based
on the fact that the resulting foreign tax credits were deemed disproportionate to
its economic income. This follows from the Treasury proposal defining a tax shelter
to include any arrangement in which pre-tax profits are insignificant in relation to
net tax benefits. By selectively defining the relevant “transaction,” the Service could
determine that any particular activity in a foreign jurisdiction produced limited net
income, and thus that such income was “insignificant” in relation to the foreign tax
credits associated with it. This problem is particularly acute in the case of financial
institutions that may engage in a portfolio of transactions, some of which could be
isolated and shown to be economic losses. But the problem also could be faced by
any business with multiple product or service lines of varying profitability.

Further, even in the case of an activity with “normal” profits, foreign tax base or
timing differences could increase artificially the apparent foreign tax rate to the
point where the economic profit would appear to be insignificant by comparison.
With tax base and timing differences, a normal business scenario could produce a
foreign tax rate that looks high enough that the economic profit could be viewed as
not substantial relative to the foreign tax credit benefits.

Moreover, by treating foreign taxes paid as an expense like any other, the propos-
als misconceive and distort the role of the foreign tax credit in the U.S. tax system.
By treating foreign taxes as an expense, Treasury is in effect positing that the cor-
rect standard for identifying an abuse is to ask whether the taxpayer would carry
out a transaction if it did not receive a foreign tax credit at all—in other words,
a transaction should be viewed as proper only if it makes economic sense without
regard to any foreign tax credits.

This cannot be right in view of the fundamental purpose of the foreign tax credit.
Most foreign business operations conducted by U.S.-based taxpayers in jurisdictions
that impose significant taxes probably would be untenable in the absence of a U.S.
credit for those foreign taxes. Does the Treasury proposal mean that all U.S.-owned
controlled foreign corporations in Germany, Japan, Italy, France, and the United
Kingdom, among other countries, represent corporate tax shelters? The basic goal
of the foreign tax credit is to enable U.S.-based companies to conduct overseas ac-
tivities without suffering double taxation, and that function is served by treating a
foreign tax as if it were a U.S. tax (up to the U.S. rate). Thus, adopting a definition
of tax shelter that takes as its analytical starting point a world in which no foreign
taxes are creditable is inconsistent with the fundamental operation of U.S. inter-
national tax rules as they have operated for decades.

In sum, the Treasury proposals would make the U.S. tax results of cross-border
transactions largely unknowable. Transactions that satisfied the requirements of all
existing statutory, regulatory, and judicial standards nevertheless could be chal-
lenged by the Service under standards of utter vagueness. They could be attacked
for paying too little foreign tax, or for paying too much. They could be targeted for
violating nebulous policy concerns, such as those with respect to hybrids, that
Treasury has not yet managed to articulate fully.

This fundamental tax uncertainty would deprive U.S. businesses of the ability to
make rational cross-border business decisions, disrupting international trade and in-
vestment at a time when the growth of a global economy has made them an increas-
ingly important component of U.S. economic prosperity. Finally, the Treasury pro-
posals would damage U.S. international tax policy by abandoning some of its fun-
damental precepts, and do broader damage to U.S. tax policy in general by seeking
t?i{ replace known legal standards with a regime governed solely by administrative
edict.
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B. CORPORATE TRANSACTIONS.

1. In general.

There is a lengthy list of legitimate merger and acquisition transactions that
could be caught by Treasury’s proposed broad definition of “tax avoidance trans-
action.” For example, tax-free reorganizations involving small corporations acquired
by large corporations or spin-off transactions involving unequal amounts of debt al-
located between the separated entities might be treated by the Service as “tax
avoidance transactions.” The nearly unfettered ability of the Service to recharacter-
ize the tax effects of legitimate corporate transactions would cause considerable un-
certainty in many cases of prudent and appropriate tax structuring of transactions.

By contrast to the haphazard manner in which the rules for taxing corporate
transactions would develop under the Treasury proposals, current law consists of
statutory, regulatory, and judicial doctrines that have been refined and developed
over time and that provide guidance and appropriate tax results in corporate trans-
actional planning.

2. Reasons for concern.

Broad anti-abuse rules like the Treasury proposals can adversely affect the ability
of corporations to engage in legitimate business transactions by bringing the tax
consequences of ordinary transactions into question. Given the Service’s limited re-
sources, such disputes may not be resolved satisfactorily through ordinary avenues
such as the private letter ruling process.

The development of the tax law regarding transfers of property outside the United
States provides a relevant example. Prior to 1984, section 367(a) required transfer-
ors of property to foreign persons to receive permission from the Service, in the form
of a private letter ruling, in order for the transfer to qualify as a nontaxable trans-
action. This was to ensure that the principal purpose of the outbound transfer was
not tax avoidance. By requiring that taxpayers get advance approval before making
an outbound transfer of assets, taxpayers were precluded from completing a trans-
action and determining in later litigation, if necessary, the question of whether tax
avoidance was one of the principal purposes of the transaction. Under these rules,
Treasury was able to prevent taxpayers from undertaking legitimate business trans-
actions simply by declining to issue a favorable private letter ruling.

To remedy this inequity, the Tax Reform Act of 1976 established a special declara-
tory judgment procedure (section 7477) allowing taxpayers to immediately litigate
the Service’s section 367 determinations in the Tax Court. Under the procedure, the
taxpayer was able to have the dispute reviewed by the Tax Court if it was dem-
onstrated that a request had been made to the Service for a determination and that
the Service either failed to act or acted adversely. After a number of taxpayer-favor-
able decisions, Congress replaced this system in 1984, and today taxpayers are not
required to obtain a private letter ruling in advance of a section 367 transaction.

Obviously, requiring taxpayers to obtain prior approval from Treasury for legiti-
mate business transactions proved to be an unworkable process. In order for a vol-
untary tax system to work in a global economy, taxpayers must be able to imple-
ment their business strategy while providing a review process that ensures appro-
priate and consistent tax treatment for all. The Treasury proposals, by creating gen-
eral corporate anti-abuse rules without guidelines or restrictions, would result in
uncertainty for taxpayers engaging in ordinary corporate transactions and generally
would burden taxpayers with the responsibility of litigating disputes with the Serv-
ice over the limits of the anti-abuse rules themselves.

C. PARTNERSHIP TRANSACTIONS.

As the globalization of the world economy continues, many companies are turning
to partnership joint ventures as a preferred business form to conduct new business
operations. Such joint ventures provide immediate access to technology, financing,
new markets, and human capital that otherwise might take years for a company
to develop internally. The reach of Treasury’s tax shelter proposals seriously jeop-
ardizes this legitimate joint-venture activity.

Many joint ventures are speculative in nature. Pre-tax profits are anticipated but
may be longer term, and the investment’s ultimate rate of return is uncertain. It
is quite common for joint ventures to generate economic losses in formative years;
these “tax benefits” could be significant when compared to reasonably expected pre-
tax profits at the outset of the joint venture.

The breadth of the Treasury’s proposed definition of a tax shelter quite likely
would impose an in terrorem effect in the formation of joint ventures with marginal
rates of return because of increased uncertainty created by the potentially broad
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reach of the new proposals. The consequence would be a lack of competitiveness by
U.S. companies in the global market.

In certain industries, partnerships are used to spread the risk of research. These
research partnerships, which generate little in short-term profits, are economically
viable because of the potential intellectual capital created in the long term. Conceiv-
ably, under the Administration’s definition of tax shelters, the Service would be put
in the position of second-guessing the economics of a particular research partner-
ship, causing the parties to justify anticipated pre-tax profits in light of failures to
generate viable new technology. Fear of Service challenges to what are otherwise
legitimate business decisions could well dampen the kind of research U.S. compa-
nies undertake.

Oil and gas exploration depends on huge amounts of capital generated through
the formation of partnerships. This industry can be wildly speculative. If the Treas-
ury tax shelter proposals were adopted, the Service effectively would sit side-by-side
with the wildcatters in assessing what wells can be drilled in order to avoid these
activities later being defined as a tax shelter.

Consider, for example, the case of an independent oil and gas operator that fre-
quently engages in searches for oil on undeveloped and unexplored land that is not
near proven fields. The taxpayer engages in a particular speculative wildcat oil-drill-
ing venture at an anticipated cost of $5 million. Based on the experience of tax-
payers engaging in this type of business, there is a 90-percent chance that the tax-
payers will not find a commercially profitable oil deposit and that the entire $5 mil-
lion investment will be lost. There is a 10-percent probability that the venture will
produce pre-tax economic profits in the average probability-weighted amount of $40
million. Under the Treasury proposals, the Service might treat the venture as a cor-
porate tax shelter on the ground that the reasonably expected pre-tax profit is insig-
nificant relative to the reasonably expected net tax benefits.

The real estate industry also relies heavily on partnership vehicles. In the case
of real estate investment trusts (REITs), lower-tier partnerships routinely are used
to acquire new properties from sellers interested in diversifying their own invest-
ment portfolios. The proposed definition of a tax shelter would cause reassessments
of what properties a REIT can invest in because, more often than not, a particular
real estate deal will be speculative in nature.

Other industries that use the partnership vehicle to aggregate capital for invest-
ment purposes include venture capital funds and investment partnerships. Both
generate capital to be invested in other businesses for higher and sometimes specu-
lative rates of return. An overbroad and vague tax shelter definition may well alter
the types of investments made at the margin by these industries.

Investment decisions are made all the time by competent business executives and
investors. Unfortunately, Treasury’s misguided tax shelter proposals would call into
question many of their investment decisions. Injecting the Service into what are oth-
erwise legitimate business decisions would create an unintended and detrimental
drag on our robust economy.

D. OTHER ILLUSTRATIONS.

As discussed above, the Treasury proposals would discourage taxpayers from un-
dertaking beneficial but unprofitable activities that, absent legitimate tax incen-
tives, they would not perform. Such activities particularly are vulnerable to being
tagged as tax shelters because they literally could be viewed as arrangements in
which a “corporate participant attempts to obtain a tax benefit in a tax avoidance
transaction.”

As one example of the potential chilling effects of the Treasury proposals, legisla-
tion enacted in 1997 allows taxpayers to deduct certain costs of cleaning up eco-
nomically depressed sites, known as “brownfields.” The legislation sought to encour-
age taxpayers to clean up sites that otherwise might prove too costly or uneco-
nomical to clean up. Under the tax shelter proposal, a taxpayer’s attempt to deduct
cleanup costs whose treatment is not clear under the brownfields statute could be
treated as a tax shelter.

The claimed deductions might constitute a “tax benefit” under the proposal be-
cause certain deductions while potentially permissible may not be deemed “clearly
contemplated by the applicable provision” (emphasis added). Moreover, the tax-
payer’s cleanup activities could be considered a “tax avoidance transaction” because
the taxpayer’s pre-tax profit from cleaning up a site probably would be insignificant
relative to its reasonably expected tax benefits. Thus, a taxpayer that cleans up a
brownfields site and claims a deduction for its costs could face a serious risk of
being treated as a tax shelter participant merely because the treatment of some of
those costs is less than clear under the statute. Treasury may well respond that it
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does not intend to impact detrimentally the recently enacted “brownfields” statute.
The fact remains that the overbroad reach of the Treasury proposals could call into
question the tax effect of this provision and many other normal business trans-
actions and activities.

Besides the examples set forth above, numerous ordinary business transactions
could be affected by the Treasury proposals. These could include certain hedging
transactions, certain sale-leaseback transactions, various corporate distributions,
and certain transactions between joint venture entities.

IV. ADEQUACY OF EXISTING TOOLS TO ADDRESS “ABUSE”

A. CURRENT PENALTIES AND REGISTRATION REQUIREMENTS RELATING TO TAX
SHELTERS.

The chief tax executive of a corporation has several duties and responsibilities in
the tax analysis, collection, and enforcement process.2 Some are derived from the
tax executive’s fiduciary duties to shareholders to preserve and protect corporate as-
sets, including a duty to protect corporate assets from unnecessary additions to tax
through the imposition of penalties.

The existing penalty structure in the Code is a burdensome and complex patch-
work of rules that present the chief tax executive with considerable uncertainty in
determining their application and scope. The corporate tax executive must consider
carefully the possible application of those penalties prior to implementing any par-
ticular course of action.

Three broad types of penalties potentially apply with respect to tax shelters: (1)
the accuracy-related penalty under section 6662, which is applicable to underpay-
ments of tax resulting from certain types of conduct, (2) tax shelter-specific penalties
such as those applicable to promoters of abusive tax shelters and to the failure to
register or furnish information regarding tax shelters, and (3) penalties related to
the preparation or presentation of tax returns, claims, or other documents reporting
the benefits or attributes of tax shelter items. A list of these penalty provisions is
contained in Appendix A.

1. Accuracy-related penalty.

One of the most significant penalties that a chief tax executive must consider in
analyzing any transaction is the accuracy-related penalty under section 6662. That
penalty is imposed on any portion of an underpayment attributable to one or more
of the following:

¢ negligence or disregard of rules and regulations;

¢ any substantial understatement of income tax;

« any substantial valuation misstatement;

« any substantial overstatement of pension liabilities; or

any substantial estate or gift tax valuation understatement.

The penalty equals 20 percent of the portion of the underpayment attributable to
the specified conduct. The first three components of the accuracy-related penalty
(i.e., the negligence/intentional disregard, substantial understatement, and valu-
ation misstatement components) are the most relevant to potential tax shelter
transactions.

Pursuant to section 6664(c), the accuracy-related penalty will not be imposed on
any portion of an underpayment if the taxpayer shows there was a reasonable cause
for the underpayment and that the taxpayer acted in good faith with respect to such
portion. The determination of whether a taxpayer acted with “reasonable cause and
in good faith” is made on a case-by-case basis, taking into account all pertinent facts
and circumstances, the most important of which is the extent of the taxpayer’s ef-
forts to assess its proper tax liability. As a general rule, it is more difficult to estab-
lish the existence of reasonable cause when the underpayment of tax is attributable
to true tax shelter activities.

a. Definition of “tax shelter” for purposes of the accuracy penalty rules.—For pur-
poses of the accuracy-related penalty imposed by section 6662, the term “tax shel-
ter” means a partnership or other entity (e.g., a trust), an investment plan or ar-
rangement, or any other plan or arrangement the purpose of which is to avoid or
evade federal income tax. Congress significantly broadened the scope of these rules
in the Taxpayer Relief Act of 1997, to treat an entity, plan, or arrangement as a

29 A detailed description of the responsibilities and burdens of a chief tax executive is set forth
in Part V of these comments.
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tax shelter if one of its significant purposes is tax avoidance or evasion.3? The Serv-
ice and Treasury have not yet issued guidance regarding the definition of the term
“significant purpose.”

The broadened definition of the term “tax shelter” for accuracy-related penalty
purposes under the 1997 Act is a powerful tool that the Treasury and the Service
can utilize to respond to perceived avoidance situations. The failure, however, to
provide necessary guidance under that statute, in the form of regulations or other-
wise, has made it extremely difficult for chief tax executive to analyze and evaluate
potential transactions so as to protect against the imposition of such penalties.

b. Negligence or disregard of rules or regulations.—A 20-percent accuracy-related
penalty is imposed on the amount of any underpayment that is attributable to neg-
ligence or the disregard of rules or regulations. Negligence includes any careless,
reckless, or intentional disregard of rules or regulations, any failure to make a rea-
sonable attempt to comply with the provisions of the law, and any failure to exercise
ordinary and reasonable care in the preparation of a tax return. In other words,
negligence is the lack of due care or failure to do what a reasonable and ordinarily
prudent person would do under the circumstances. Disregard of rules or regulations
means any careless, reckless, or intentional disregard of the Code, regulations (final
i)r teréllporary), or revenue rulings or notices published in the Internal Revenue Bul-
etin.

Negligence includes the failure to keep adequate books and records or to substan-
tiate items properly.32 A position with respect to an item is attributable to neg-
ligence if it lacks a “reasonable basis.”33 Negligence is strongly indicated where, for
example, a taxpayer fails to include on an income tax return an income item shown
on an information return, or a taxpayer fails to make a reasonable attempt to ascer-
tain the correctness of a deduction, credit, or exclusion on a return that would seem
to a reasonable and prudent person to be “too good to be true” under the cir-
cumstances.3* This prudence standard is imposed on a chief tax executive as he or
she analyzes the appropriateness of a particular transaction.

c. Substantial understatement of income tax.—In determining whether it would
be prudent to enter into a particular transaction, the corporate tax executive also
must consider the component of the accuracy-related penalty that is imposed on the
portion of any underpayment that is attributable to a substantial understatement
of income tax. An “understatement of tax” is the excess of the amount required to
be shown on the return for the tax year less the amount of tax actually shown on
the return, reduced by any rebates.

An understatement is “substantial” if the understatement exceeds the greater of
(1) 10 percent of the tax required to be shown on the return for the tax year, or
(2) $10,000 (in the case of a corporation other than an S corporation or a personal
holding company).

d. Substantial valuation misstatement.—A 20-percent accuracy-related penalty
also is imposed on the portion of any underpayment of tax attributable to a substan-
tial valuation misstatement with respect to the value or adjusted basis of property
reported on any return. In the case of a gross valuation misstatement, the penalty
is increased to 40 percent. These penalties apply if the aggregate of all portions of
the underpayment attributable to the misstatement exceeds $10,000 for corporations
other than S corporations or a personal holding company.3> This aspect of the accu-

30 Section 6662(d)(2)(C)(iii). Prior law defined tax shelter activity as an entity, plan or ar-
rangement only if it had as its primary purpose the avoidance or evasion of tax.

31Treas. Reg. section 1.6662—3(b)(2).

32Treas. Reg. section 1.6662—-3(b)(1).

33Pursuant to Treas. Reg. section 1.6662-3(b)(3), the “reasonable basis” standard is a rel-
atively high standard of tax reporting and is not satisfied by a return position that is merely
arguable or merely a colorable claim. A return position generally satisfies the standard if it is
reasonably based on one or more of the authorities set forth in Treas. Reg. section 1.6662—
4(d)(3)(iii), taking into account the relevance and persuasiveness of the authorities and subse-
quent developments, even though it may not satisfy the substantial authority standard as de-
fined in Treas. Reg. section 1.6662—4(d)(2).

34Treas. Reg. section 1.6662—3(b).

35 Section 6662(e)(1) provides that a valuation misstatement is substantial if: the value or ad-
justed basis of any property claimed on any income tax return is 200 percent or more of the
correct value or adjusted basis; or (a) the price for any property or services (or for the use of
property) in connection with any transaction between trades or businesses owned or controlled,
directly or indirectly, by the same interests (as described in section 482) is 200 percent or more
(or 50 percent or less) of the amount determined to be the correct amount of such price, or (b)
in tax years beginning after December 31, 1993, the net section 482 transfer prlce adjustment
for the tax year exceeds the lesser of $5, 000 000 or 10 percent of the taxpayer’s gross receipts.
Pursuant to section 6662(h)(2), a gross valuation misstatement occurs where: the value or ad-
justed basis of any property claimed on any return is 400 percent or more of the amount deter-
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racy-related penalty regime has received renewed emphasis and review by corporate
tax executives in light of the Tax Court’s recent decision upholding the Service’s im-
position of the 40-percent penalty.36

e. Concluding analysis.—In sum, the accuracy-related penalty provides a powerful
incentive for corporate tax executives to review closely and analyze both the struc-
ture and the implementation of any proposed business transaction that results in
tax benefits, and to impose prudence on the decision-making process. This penalty,
and the overall penalty regime, can be made much clearer and more precise so as
to provide corporate tax executives with certainty in analyzing particular trans-
actions. To this end, the ongoing studies aimed at reviewing and potentially stream-
lining the current complex and burdensome penalty system hold the potential for
meaningful improvements.37 At this time, there is no demonstrated justification for
increasing the penalties and adding further uncertainty to the process as con-
templated by the Treasury proposals.

2. Penalties imposed on tax shelter promoters.

The Code contains a number of penalties applicable to tax shelter promoters.
These promoter penalties collectively form a “safety net” to ensure that tax shelter
activities are not promoted and that misinformation about proper tax rules is not
disseminated by unscrupulous advisors. It is highly unlikely that a prudent tax ex-
ecutive of a large corporation seriously would consider entering into the sort of abu-
sive transaction for which promoter penalties would be applicable. Accordingly, the
penalties are briefly described below to illustrate that the Code already contains a
number of safeguards against abusive tax planning activities.

a. Penalty for promoting abusive tax shelters.—Under section 6700(a), a civil pen-
alty—equal to the lesser of $1,000 or 100 percent of the gross income derived (or
to be derived) by the particular promoter from the activity—may be imposed against
persons who promote abusive tax shelters. The term “promoting” encompasses orga-
nizing such tax shelters, participating directly or indirectly in their sale, and mak-
ing or furnishing (or causing another person to make or furnish) certain false or
frauduent statements38 or gross valuation overstatements3° in connection with
their organization or sale. Pursuant to section 7408, the Service also can obtain an
injunction against such promoters to enjoin them from further promotion activity.

b. Aiding and abetting penalty.—The Service may impose a penalty under section
6701 of $1,000 ($10,000 with respect to corporate tax returns and documents)
against any person who (1) aids, assists, or gives advice in the preparation or pres-
entation (e.g., during a Service examination) of any portion of a tax return, affidavit,
claim, or other document; (2) knows (or has reason to believe) that the portion of
the return or document will be used in connection with any material matter arising
under the internal revenue laws; and (3) knows that, if the portion of the tax return
or otlher document is used, an understatement of another person’s tax liability would
result.

In addition, disciplinary action may be taken against any professional appraiser
against whom an aiding and abetting penalty under section 6701(a) has been im-
posed with respect to the preparation or presentation of an appraisal resulting in
an understatement of tax liability.

3. Penalties for failure to furnish information regarding tax shelters.

a. Penalty for failure to register a tax shelter.—An organizer of an entity, plan,
or arrangement that meets the definition of a tax shelter under section 6111 who
fails to timely register such shelter, or who files false or incomplete information
with such registration, is subject to a penalty under section 6707(a). The penalty

mined to be the correct value or adjusted basis; or (a) the price for any property, or for its use,
or for services, claimed on any return in connection with a transaction between persons de-
scribed in section 482 is 400 percent or more (or 25 percent or less) of the amount described
in section 482 to be the correct amount of such price, or (b) in tax years beginning after Decem-
ber 31, 1993, the net section 482 transfer price adjustment for the tax year exceeds the lesser
of $20,000,000 or 20 percent of the taxpayer’s gross receipts.

36 DHL Corp. v. Comm’r, T.C. Memo. 198-461, December 30, 1998.

37The penalty studies were required by section 3801 of the Internal Revenue Service Restruc-
turing and Reform Act of 1998.

38 A statement with respect to the allowability of any deduction or credit, the excludability
of any income, or the securing of any other tax benefit by reason of holding an interest in the
entity or participating in the plan or arrangement which the person knows or has reason to
know is false or fraudulent as to any material matter. Section 6700(a)(2)(A).

39 A gross valuation overstatement is a statement as to the value of property or services that
is directly related to the amount of any income tax deduction or credit, provided that the value
exceeds 200 percent of the correct value. Section 6700(a)(2)(B).
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equals the greater of (1) $500 or (2) one percent of the amount invested in the shel-
ter.

The penalty for failing to register a “confidential corporate tax shelter,” as defined
in section 6111(d) (as amended by the Taxpayer Relief Act of 1997), is the greater
of (1) $10,000, or (2) 50 percent of the fees paid to all promoters with respect to
offerings prior to the date of the late registration. The penalty applies to promoters
and to actual participants in any corporate tax shelter who were required to register
the tax shelter but failed to do so. For participants, the 50-percent penalty is based
solely on fees paid by the participant. The penalty is increased to 75 percent of ap-
plicable fees where the failure to register the tax shelter is due to intentional dis-
regard on the part of either a promoter or a participant.40

b. Penalty for failure to furnish tax shelter identification numbers.—Pursuant to
section 6707(b)(1), a person who sells an interest in a tax shelter and fails to furnish
the shelter’s identification number to each investor in the shelter is subject to a
monetary penalty unless the failure is due to reasonable cause. Section 6707(b)(2)
provides that an investor who fails to furnish the shelter’s identification number on
a return reporting a tax item related to the tax shelter also is subject to penalty.

c. Penalty for failure to maintain lists of investors in potentially abusive tax shel-
ters.—Pursuant to section 6708, any person who is required to maintain a tax shel-
ter customer list, as required by section 6112, and who fails to include any particu-
lar investor on the list will be assessed a penalty for each omission unless it is
shown that the failure results from reasonable cause and not from willful neglect.
The maximum penalty for failure to maintain the list is $100,000 per calendar year.
This penalty is in addition to any other penalty provided by law.

4. Tax return preparer penalties.

Section 6694(a) provides that if any part of an understatement of liability with
respect to a return or claim for refund is due to a position that did not have a realis-
tic possibility of being sustained on its merits4! and an income tax return preparer
with respect to that return or claim knew (or reasonably should have known) of that
position, the preparer is subject to a penalty of $250 with respect to the return or
claim, unless it is shown that there is reasonable cause for the understatement and
that the preparer acted in good faith. The penalty will not apply if the position (1)
was adequately disclosed and (2) is not frivolous.42

If the preparer establishes that an understatement attributable to an unrealistic
position was due to reasonable cause and that the preparer acted in good faith, the
preparer penalty will not be imposed. This determination depends upon the facts
and circumstances of the particular case, including the nature of the error, the fre-
quency and materiality of the error, the preparer’s normal office practices, and reli-
ance on any other preparer’s advice.43

5. Registration requirements.

Section 6111 requires tax shelter organizers4 to register tax shelters with the
Service by the day on which the first offering for sale of interests in the tax shelter
occurs.#> Pursuant to section 6111(d), which was added by the Taxpayer Relief Act

40 Section 6707(a)(3).

41 A position is considered to satisfy the realistic possibility standard if a reasonable and well-
informed analysis by a person knowledgeable in tax law would lead that person to conclude that
the position has approximately a one-in-three, or greater, likelihood of being sustained on its
merits. Treas. Reg. section 1.6694—2(b)(1). In determining whether a position has a realistic pos-
sibility of being sustained, the relevant authorities are the same as those considered in deter-
mining whether, for purposes of the accuracy-related penalty, there is substantial authority for
a tax return position. Treas. Reg. section 1.6694-2(b)(2).

42 A frivolous position is one that is patently improper. Treas. Reg. section 1.6694—2(c)(2).

43Treas. Reg. section 1.6694-2(d).

44The term “tax shelter organizer” is defined as the person who is principally responsible for
organizing a tax shelter (“the principal organizer”), i.e., any person who discovers, creates, inves-
tigates, or initiates the investment, devises the business or financial plans for the investment,
or carries out those plans through negotiations or transactions with others. Temp. Treas. Reg.
section 301.6111-1T, A-27.

45The temporary regulations provide that certain investments will not be subject to tax shel-
ter registration even if they technically meet the definition of a tax shelter. The following invest-
ments are not subject to registration: (1) sales of residences primarily to persons who are ex-
pected to use the residences as their principal place of residence, and (2) with certain exceptions,
sales or leases of tangible personal property by the manufacturer (or a member of an affiliated
group) of the property primarily to persons who are expected to use the property in their prin-
cipal active trade or business. By Notice, the Service may specify other investments that are
exempt from the registration requirement. Temp. Treas. Reg. section 301.6111-1T, A-24. In ad-
dition, the tax shelter registration requirements are suspended with respect to any tax shelter
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of 1997, certain “confidential arrangements” are also treated as tax shelters for pur-
poses of the registration requirements. Those provisions, however, are not effective
until the Service or Treasury issues guidance with respect to the 1997 Act amend-
ments to the registration requirements. To date, no such guidance has been issued.
The Service and Treasury, therefore, have failed to take advantage of what would
appear to be a potent weapon in the Government’s arsenal to curb abusive tax shel-
ter activity.

In the context of the tax shelter registration requirements, section 6111(d)(1) pro-
vides that a “corporate tax shelter” includes any entity, plan, arrangement, or trans-
action: (1) that has as a significant purpose the avoidance 46 of tax or evasion by
a corporate participant; (2) that is offered to any potential participant under condi-
tions of confidentiality; 47 and (3) for which the tax shelter promoters may receive
total fees in excess of $100,000.

Under the rules applicable to confidential corporate tax shelters, individuals who
merely discussed participation in the shelter may in some circumstances be required
to comply with the registration requirements. A promoter of a corporate tax shelter
is required to register the shelter with the Service not later than the day on which
the tax shelter is first offered for sale to potential users. As previously discussed,
civil penalties under section 6707 may be imposed for the failure to timely register
a tax shelter. Criminal penalties are applicable to willful noncompliance with the
registration requirements.48

These registration rules, which Treasury and the Service have not yet imple-
mented, as well as the collective impact of the existing complex and disparate pen-
alty regime, render the Treasury proposals unnecessary and inappropriate.

B. EXISTING “COMMON-LAW” DOCTRINES.

Pursuant to several “common-law” tax doctrines, Treasury and the Service have
the ability to challenge taxpayer treatment of a transaction that they believe is in-
consistent with statutory rules and the underlying Congressional intent. For exam-
ple, these doctrines may be invoked where the Service believes that (1) the taxpayer
has sought to circumvent statutory requirements by casting the transaction in a
form designed to disguise its substance, (2) the taxpayer artificially has divided the
transaction into separate steps, (3) the taxpayer has engaged in “trafficking” in tax
attributes, or (4) the taxpayer improperly has accelerated deductions or deferred in-
come recognition.

These broadly applicable doctrines—known as the business purpose doctrine, the
substance over form doctrine, the step transaction doctrine, and the sham trans-
action and economic substance doctrine—provide the Service considerable leeway to
recast transactions based on economic substance, to treat apparently separate steps
as one transaction, and to disregard transactions that lack business purpose or eco-
nomic substance. Recent applications of those doctrines have demonstrated their ef-
fectiveness and cast doubt on Treasury’s asserted need for additional tools.

Since the enactment of the internal revenue laws, the Service, often with the
blessing of the courts, has probed taxpayers’ business motives. Such inquiries have
led to the development of the “business purpose doctrine,” which permits the Service
to disregard for federal income tax purposes a variety of transactions entered into
without any economic, commercial, or legal purpose other than the hoped-for favor-

that is a “projected income investment.” Generally, a tax shelter is a projected income invest-
ment if it is not expected to reduce the cumulative tax liability of any investor for any year
during any of the first five years ending after the date on which the investment is offered for
sale.

46 As in the case of the definition of “tax shelter” for accuracy-related penalty purposes, the
terms “significant purpose” and “tax avoidance” are not defined or explained for tax shelter reg-
istration purposes.

47 A transaction is offered under conditions of confidentiality if: (1) a potential participant (or
any person acting on its behalf) has an understanding or agreement with or for the benefit of
any promoter to restrict or limit the potential participant’s disclosure of the tax shelter or any
significant tax features of the tax shelter; or (2) the promoter (a) claims, knows, or has reason
to know, (b) knows or has reason to know that any other person (other than the potential partic-
ipant) claims, or (c) causes another person to claim that the transaction (or any aspect thereof)
is proprietary to the promoter or any party other than the potential participant, or is otherwise
protected from disclosure or use. Section 6111(d)(2).

48 See, e.g., section 7203.
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able tax consequences. Although the business purpose doctrine originated in the
context of corporate reorganizations,?? it quickly was extended to other areas.50

The “substance over form doctrine” often is associated with the business purpose
doctrine. Under the substance over form doctrine, a court may ignore the form of
a transaction and apply the tax law to the transaction’s substance if the court per-
ceives that the substance of a transaction lies within the intended reach of a stat-
ute, but that the form of the transaction takes the event outside that reach.5!
Therefore, while a taxpayer may structure a transaction so that it satisfies the for-
mal requirements of the tax law, the Service may deny legal effect to the trans-
action if its sole purpose is to evade taxation.52

The courts have long been willing to elevate substance over form in interpreting
a sophisticated code of tax laws where slight differences in a transaction’s design
can lead to divergent tax results. In the tax law arena, the substance over form doc-
trine has been used expansively to justify the Service’s recasting of transactions.?3
For example, the doctrine has been used to: (1) void reorganizations,>* (2) reject the
assignment of income,55 (3) recharacterize the sale or transfer of property between
related parties,>¢ (4) recharacterize sale and leaseback arrangements,>? (5) disallow
interest deductions,58 and (6) disregard the separate corporate entity.>9

The “step transaction” doctrine permits the Service to aggregate formally separate
transactions into a single transaction. Under the doctrine, tax results are deter-
mined by looking at the final result of the various steps of the transaction. The doc-
trine particularly ignores the intermediate steps in a transaction where those steps
primarily were taken for tax purposes.

The “sham transaction” doctrine allows the Service to deny deductions and losses
or otherwise recast transactions that lack any economic results beyond a tax deduc-
tion. The sham transaction doctrine has been expanded to apply even to certain
bona fide transactions, where sufficient economic motivation is lacking.

The recent decisions in ACM v. Commissioner 0 and ASA Investerings v. Commis-
sioner ©! illustrate the continuing force of these long-standing judicial doctrines. In
ACM, the Third Circuit, affirming the Tax Court, relied on the sham transaction
and economic substance doctrines to disallow losses generated by a partnership’s
purchase and resale of notes. The Tax Court similarly invoked those doctrines in
ASA Investerings to disallow losses on the purchase and resale of private placement
notes. Both cases involved complex, highly sophisticated transactions, yet the Serv-
ice successfully used common law principles to prevent the taxpayers from realizing
tax benefits from the transactions.

1. The business purpose and substance over form doctrines.

The business purpose and substance over form doctrines continue to serve as pow-
erful tools for the Service to recharacterize a taxpayer’s transactions to combat tax
avoidance.62 The business purpose doctrine generally provides that a transaction
will not be respected for tax purposes unless it serves some purpose other than tax
avoidance. The Supreme Court’s decision in Gregory v. Helvering,®3 generally is
cited as the origin of the business purpose doctrine. In Gregory, a reorganization
complied with all of the formal statutory requirements, but was disregarded for fed-
eral income tax purposes because no valid economic purpose existed for the creation
and immediate liquidation of a transferee corporation. The transaction simply was

49 Gregory v. Helvering [35—-1 USTC para. 9043], 293 U.S. 465 (1935), which generally is re-
garded as the origin of the business purpose doctrine, involved a reorganization motivated by
tax avoidance.

50In Commuissioner v. Transport Trading & Terminal Corp. [49-2 USTC para. 9337], 176 F.2d
570 (2d Cir. 1949), cert. denied, 338 U.S. 955 (1950), the doctrine was extended to all statutes
that describe commercial transactions.

51The Business Purpose Doctrine: The Effect of Motive on Federal Income Tax Liability, 49
Fordham L. Rev. 1078, 1080 (1981).

52 Stewart v. Commissioner [83—2 USTC para. 9573], 714 F.2d 977, 987 (9th Cir. 1983).

5349 Fordham L. Rev. at 1080-81 (listing examples and collecting citations).

54 Gregory v. Helvering, supra n. 49.

55 Helvering v. Horst [40-2 USTC para. 9787], 311 U.S. 112, 114-120 (1940) (holding that in-
come, rather than income-producing property, had been assigned).

56 Commissioner v. Court Holding Co. [45—-1 USTC para. 9215], 324 U.S. 331, 333-334 (1945).

57 Frank Lyon Co. v. U.S. [78-1 USTC para. 93701, 435 U.S. 561 (1978).

58 Knetsch v. U.S. [60—2 USTC para. 9785], 364 U.S. 361 (1960).

( 59 Moline Properties, Inc. v. Commissioner [43—1 USTC para. 9464], 319 U.S. 436, 438-439
1943).

60157 F3d 231 (3d Cir. 1998).

61[98-2 USTC para. 52,845], T.C.M. 1998-305 (1998).

62 See, e.g., ASA Investerings, supra; ACM Partnership, supra.

63 Supra n. 49.
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an attempt to convert ordinary dividend income into capital gains. The Supreme
Court’s decision was not based on any tax-avoidance motive of the taxpayer, but
rather on the lack of a business purpose for the transaction which the statutory
scheme contemplated. The court stated:

The legal right of the taxpayer to decrease the amount of what otherwise
would be his taxes, or altogether avoid them, by means which the law per-
mits, cannot be doubted. But the question for determination is whether
what was done, apart from tax motive, was the thing which the statute in-
tended. [293 U.S. at 469]

The Tax Court has noted that the doctrine in Gregory is not limited to the field
of corporate reorganizations, but has a much wider scope.64

The substance over form doctrine, which is closely associated with the business
purpose doctrine, generally allows courts to follow the economic substance of a
transaction where a court believes the taxpayer’s empty form shelters a transaction
from the rules that otherwise should govern. As indicated above, the Service has
succeeded in using the substance over form doctrine to recharacterize a variety of
transactions. Furthermore, the substance over form doctrine offers the Service the
added advantage of generally working in the government’s favor and not in the tax-
payer’s.65

2. The step transaction doctrine.

Another version of the substance over form concept appears in the “step trans-
action doctrine,” which also applies throughout the tax law. The step transaction
doctrine allows the Service to collapse and treat as a single transaction a series of
formally separate steps, if the steps are “integrated, interdependent, and focused to-
ward a particular result.”66 Thus, the step transaction doctrine ignores the inter-
mediate steps in a transaction where those steps constitute an indirect path toward
the transaction’s endpoint and where those steps primarily were taken to get better
tax results. Under the doctrine, tax results are determined by looking at the ulti-
mate result of a series of transactions.

While the boundaries of the step transaction doctrine are subject to debate, courts
have articulated three versions of the doctrine: (1) an end result test, (2) an inter-
dependence test, and (3) a binding commitment test.6” The broadest version is the
end result test, which aggregates a series of transactions if the transactions are pre-
arranged parts of a single transaction intended from the start to reach an ultimate
result. Slightly less broad is the interdependence test, which groups together a se-
ries of transactions if the transactions are so interdependent that the legal relations
created by one transaction would be pointless absent the other steps. The narrowest
version is the binding commitment test, which joins together a series of transactions
if, at the time the first step is taken, a binding legal commitment requires the later
steps.68 While the courts have disagreed over which particular test to apply in par-
ticular circumstances, such uncertainty has not prevented the courts from applying
the doctrine liberally.69

3. Sham transaction doctrine and economic motivation test.

The sham transaction doctrine offers another route by which courts and the Serv-
ice have attacked transactions lacking in economic substance or reality. Among the
leading cases articulating the sham transaction doctrine are Knetsch v. U.S.79 and
Goldstein v. Commissioner.”t In Knetsch, the Supreme Court held that a trans-
action—the purchase of ten 30-year deferred annuity bonds, financed by a down
payment and funds borrowed from the issuer against the cash surrender value of
the bonds—was “a sham,” lacking any appreciable economic results, because “there

64 Braddock Land Co. v. Commissioner, 75 T.C. 324, 329 (1980).

65 Higgins v. Smith, 308 U.S. 473 (1940); U.S. v. Morris & E.R. Co., 135 F.2d 711, 713 (2d
Cir. 1943) (“[Tlhe Treasury may take a taxpayer at his word, so to say; when that serves its
purpose, it may treat his corporation as a different person from himself; but that is a rule which
works only in the Treasury’s own favor[.]”), cert. denied, 320 U.S. 754 (1943).

66 Penrod v. Commissioner, 88 T.C. 1415, 1428 (1987). See M. Ginsburg & J. Levin, Mergers,
Acquisitions and Buyouts, 1608 (Oct. 1998 ed.).

Z;?dinsburg & Levin, supra, at 1608.1.

69 See, e.g., Jacobs Engineering Group v. U.S. [97-1 USTC para. 50,340], No. CV 96-2662,
1997 U.S. Dist. LEXIS 3467 (C.D. Calif. March 6, 1997); Associated Wholesale Grocers v. U.S.
[91-1 USTC para. 50,165], 927 F.2d 1517 (10th Cir. 1991); Security Industrial Insurance Co.
v. U.S. [83-1 USTC para. 9320], 702 F.2d 1234 (5th Cir. 1983).

7060—2 USTC para. 9785], 364 U.S. 361 (1960).

71[66—2 USTC para. 9561], 364 F.2D 734 (2d Circ. 1966), cert. denied 385 U.S. 1005 (1967)
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was nothing of substance to be realized [by the taxpayer] beyond a tax deduction”
(364 U.S. at 366). The court diverted its attention from the taxpayer’s tax avoidance
motive and focused instead on the taxpayer’s failure to establish the presence of
business purpose (the taxpayer’s subjective state of mind) or a justifying economic
substance (an objective test) in the transaction.

The court based its conclusions on the fact that the taxpayer paid 3%2 percent in-
terest to the issuer of the bonds on its financing loan, while the investment grew
at only 2% percent per year. The net annual cash loss of one percent of the bor-
rowed funds was incurred only to achieve a tax deduction for the interest paid, not
for an “economic” profit. Although the taxpayer could have refinanced the loan if
funds became available from another lender at a lower rate, he either failed to
present evidence regarding the prospect of a decline in interest rates or failed to
convince the trial judge that refinancing was a realistic option, and the Supreme
Court implicitly assumed that it was not.72

In Goldstein, the taxpayer borrowed funds at 4 percent interest to purchase bonds
paying 1Y% percent interest and pledged the bonds as security for the loan. While
the court held that the loans were not sham transactions because the indebtedness
was valid, it nevertheless denied the interest deduction because the taxpayer did not
enter into the transactions in order to derive any economic gain through apprecia-
tion in value of the bonds. Rather, the taxpayer borrowed the money solely in order
to secure a large interest deduction which could be deducted from other income.

The Second Circuit’s approach extended the sham transaction doctrine by adding
an economic motivation requirement. As a result, the interest expense arising from
even a bona fide indebtedness must meet an additional requirement of economic mo-
tivation to be deductible. Courts have denied interest deductions in transactions
similar to those in Goldstein but without calling the transaction a sham—a term
now reserved for a mere paper or “fake” transaction.” Under the economic motiva-
tion requirement, an interest deduction may be disallowed if no economic gain could
be realized beyond a tax deduction.74

More recently, in ACM, supra, the Third Circuit applied the economic substance
requirement and sham transaction doctrine to disallow losses generated by a part-
nership’s purchase and resale of notes. The Tax Court, in disallowing the losses,
stressed the taxpayer’s lack of any nontax business motive. However, the Third Cir-
cuit, affirming the Tax Court, focused on the transaction’s lack of economic sub-
stance. The court held the transaction lacked economic substance because it in-
volved “only a fleeting and economically inconsequential investment by the tax-
payer.” The Tax Court pursued a similar approach in ASA Investerings, supra, to
deny a loss on the purchase and resale of private placement notes.

The above judicial doctrines and the numerous of cases they have generated have
proven difficult to translate into clear, bright-line rules. That difficulty stems in part
from the highly complicated facts in those cases, and in part from the uncertainty
as to which facts the courts believed credible and which facts proved relevant to the
outcome.”® As a result of this uncertainty, the exact scope of those judicial doctrines
is ill-defined and potentially extremely broad. This breadth, in effect, has acted as
yet another arrow in the Service’s quiver by exerting a strong in terrorem effect.
While those judicial doctrines may not be impermeable, they represent a broad
range of weapons available to the Service to attack tax avoidance. Moreover, those
doctrines already impose high costs on legitimate business planning and inhibit effi-
ciency.

C. CURRENT ANTI-ABUSE RULES IN THE CODE.

The Code contains numerous provisions that give the Treasury Department and
the Service broad authority to prevent tax avoidance, to reallocate income and de-
ductions, to deny tax benefits, and to ensure taxpayers clearly report income. An
illustrative list of more than 70 provisions that explicitly grant Treasury and the
Service such authority appears in Appendix B.

As demonstrated by this list, Treasury and the Service long have had powerful
ammunition to challenge tax avoidance transactions. The Service has broad power
to reallocate income, deductions, credits, or allowances between controlled taxpayers
to prevent evasion of taxes or to clearly reflect income under section 482. While

72B. Bittker, Pervasive Judicial Doctrines in the Construction of the Internal Revenue Code,
21 How. L. J. 693 (1978).

73 Rice’s Toyota World, Inc. v. Commissioner, 81 T.C. 184, 200 (1983).

74 See, e.g., Rothschild v. U.S. [69—1 USTC para. 9224], 186 Ct.Cl. 709, 407 F.2d 404, 406
(1969).

75 Bittker, supra n. 72.
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much attention has been focused in recent years on the application of section 482
in the international context, section 482 also applies broadly in purely domestic situ-
ations. The Service also has the authority to disregard a taxpayer’s method of ac-
counting if it does not clearly reflect income under section 446(b).

In the partnership context, the Service has issued broad anti-abuse regulations
under subchapter K.7¢ Those rules allow the Service to disregard the existence of
a partnership, to adjust a partnership’s methods of accounting, to reallocate items
of income, gain, loss, deduction, or credit, or to otherwise adjust a partnership’s or
partner’s tax treatment in situations where a transaction meets the literal require-
ments of a statutory or regulatory provision, but where the Service believes the re-
sults are inconsistent with the intent of the partnership tax rules.

The Service also has issued a series of far-reaching anti-abuse rules under its leg-
islative grant of regulatory authority in the consolidated return area. For example,
under Treas. Reg. Sec. 1.1502-20, a parent corporation is severely limited in its
ability to deduct any loss on the sale of a consolidated subsidiary’s stock. The con-
solidated return investment basis adjustment rules also contain an anti-avoidance
rule.”?” The rule provides that the Service may make adjustments “as necessary” if
a person acts with “a principal purpose” of avoiding the requirements of the consoli-
dalted7geturn rules. The consolidated return rules feature several other anti-abuse
rules.

D. IRS NOTICES.

The Service from time to time has issued IRS Notices stating its intention to issue
subsequent regulations that would shut down certain transactions. Thus, a Notice
allows the government (assuming that the particular action is within Treasury’s
rulemaking authority) to move quickly, without having to await development of the
regulations themselves—often a time-consuming process—that will provide more de-
tailed rules concerning a particular transaction.

The Service has not been adverse to issuing such Notices. Recent examples in-
clude Notice 97-21, in which the Service addressed multiple-party financing trans-
actions that used a special type of preferred stock; Notice 95-53, in which the Serv-
ice addressed the tax consequences of “lease strip” or “stripping transactions” sepa-
rating income from deductions; and Notices 94-46 and 94-93, addressing so-called
“corporate inversion” transactions viewed as avoiding the 1986 Act’s repeal of the
General Utilities doctrine.”® Appendix C includes an illustrative list of these types
of IRS Notices issued in the past 10 years.

Moreover, the Service currently has the ability to prevent abusive transactions
that occur before a Notice is issued. Section 7805(b) expressly gives the Service au-
thority to issue regulations that have retroactive effect “to prevent abuse.” There-
fore, although many Notices have set the date of Notice issuance as the effective
date for forthcoming regulations,80 the Service can and has used its authority to an-
nounce regulations that would be effective for periods prior to the date the Notice
was issued.®! Alternatively, the Service in Notices has announced that it will rely
on existing law to stop abusive transactions that have already occurred.2

E. LEGISLATIVE CHANGES.

To the extent that Treasury and the Service may lack rulemaking or administra-
tive authority to challenge a particular transaction, the avenue remains open to
seek enactment of legislation. In this regard, over the past 30 years dozens upon
dozens of changes to the tax statute have been enacted to address perceived avoid-
ance and abuses. Appendix D includes an illustrative list.

These legislative changes can be broken down into two general categories. The
first includes legislative changes that respond specifically to a transaction deemed
to be abusive or otherwise outside the intended scope of the tax laws. For example,

76 Treas. Reg. 1.701-2.

77Treas. Reg. §1.1502-32(e).

78E.g., Treas. Reg. §1.1502-13(h) (anti-avoidance rules with respect to the intercompany
transaction provisions) and Treas. Reg. §1.1502-17(c) (anti-avoidance rules with respect to the
consolidated return accounting methods).

79 The General Utilities doctrine generally provided for nonrecognition of gain or loss on a cor-
poration’s distribution of property to its shareholders with respect to their stock. See, General
Utils. & Operating Co. v. Helvering, 296 US 200 (1935). The General Utilities doctrine was re-
pealed in 1986 out of concern that the doctrine tended to undermine the application of the cor-
porate-level income tax. H.R. Rep. No. 426, 99th Cong., 1st Sess. 282 (1985).

80 See, e.g., Notice 95-53, 1995-2 CB 334, and Notice 89-37, 1989-1 CB 679.

81 See, e.g., Notice 97-21, 1997-1 CB 407.

82 Notice 96-39, I.R.B. 1996-32.
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bills (H.R. 435, S. 262) now pending before the 106th Congress would address
“basis-shifting” transactions involving transfers of assets subject to liabilities under
section 357(c). The proposal first was advanced by the Administration, in its FY
1999 budget submission, and subsequently was introduced as legislation by House
Ways and Means Committee Chairman Bill Archer. Other recent examples of spe-
cific legislative actions to address potential or identified abuses would include a pro-
vision addressing liquidating REIT and RIC transactions enacted in the 1998 83 and
a provision imposing a holding period requirement for claiming foreign tax credits
with respect to dividends under section 901(k), enacted as part of the Taxpayer Re-
lief Act of 1997.84 The Administration’s FY 2000 budget submission includes a num-
ber of proposals addressing specific types of transactions. As stated above, whether
or not the tax policy rationales given by Treasury for these proposals are persuasive,
as a procedural matter it is proper that these proposals now will undergo Congres-
sional scrutiny.

These targeted legislative changes often have immediate, or even retroactive, ap-
plication. For example, the section 357(c) proposal currently before Congress would
be effective for transfers on or after October 19, 1998—the date that Chairman Ar-
cher introduced the proposal in the form of legislation. Chairman Archer took this
action, in part, to stop these transactions earlier than would have been the case
under effective date originally proposed by the Administration (the date of enact-
ment). Moreover, in some cases, Congress includes language in the legislative his-
tory stating that “no inference” is intended regarding the tax treatment under prior
law of the transaction addressed in the legislation. This language is intended, in
part, to preclude any interpretation that otherwise might arise that enactment of
the pliovision necessarily means that the transaction in question was sanctioned by
prior law.

It should be noted that Congress and the Administration do not always agree on
the appropriateness of specific legislative proposals advanced by Treasury that pur-
port to address areas of perceived abuse. In fact, more than 40 revenue-raising pro-
posals proposed by the Administration in its last three budget proposals (for FY
1997, FY 1998, and FY 1999) have been rejected by the Congress. Appendix E pro-
vides a list of these Administration proposals.

The second category of legislation includes more general changes to the ground
rules under which corporate tax executives and the Service operate. These “opera-
tive rules” include, for example, modifications to the penalty structure applicable to
tax shelters, tax understatements, and negligence, as well as new reporting require-
ments. Operative changes generally are considered by Congress far less frequently
than the changes targeting specific abuses, and for good reason. These changes typi-
cally are intended to influence taxpayer behavior or increase Service audit tools
where Congress sees an identifiable need for change. Changes then usually are
given time to take full effect so that their impact can be measured to determine if
they have achieved their desired result or if additional action might be necessary.

In 1997, as discussed above, Congress enacted changes broadening the definition
of “tax shelter” transactions subject to penalties and requiring that transactions be
reported to the Service when undertaken under a confidentiality arrangement. Con-
gress concluded that this change would “improve compliance by discouraging tax-
payers from entering into questionable transactions.” 85 Because these changes have
not yet taken effect (a result of Treasury’s failure to issue regulations—to this
date—that would activate the changes), Congress has not yet had an opportunity
to gauge their impact.

Before the 1997 Act changes to the tax shelter rules, Congress had last enacted
operative changes in this area of the tax law as part of the Uruguay Round Agree-
ment Act of 1994, under which Congress modified the substantial understatement
penalty for corporations participating in tax shelters.

The corporate tax shelter proposals advanced in the Administration’s FY 2000
budget that are within the scope of this testimony would represent the most far-
reaching operative changes ever enacted by Congress. Moreover, not only would
they take effect before Congress has had a chance to evaluate the impact of its last
round of operative changes, they would take effect even before the last round of
changes has entered into force. Such a change is unprecedented in the annals of tax
policymaking in this area.

In some instances, these newly proposed operative provisions would allow Treas-
ury to challenge the very same types of transactions that have been targeted by spe-

83 P L. 105-277, section 3001.

84P L. 105-34, section 1053.

85 Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in 1997 222
(1997).
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cific legislative changes sought by the Administration but rejected by Congress.
Given the apparent divergence of views between Congress and the Administration
on the appropriateness of specific tax legislative changes, it would be odd for the
Congress at this time to hand Treasury and the Service unprecedented authority to
dictate tax policy.

V. RESPONSIBILITIES AND BURDENS OF CORPORATE TAXPAYERS

A. RESPONSIBILITIES OF CORPORATE TAX EXECUTIVES.

The chief tax executive of a typical U.S. corporation has many responsibilities and
burdens in the tax preparation, collection, and enforcement process. This individual
must oversee and implement systems to collect a variety of federal income, wage
withholding, and excise taxes. He or she must be able to analyze and implement
an incredibly complex, ever-changing and, in many instances, arcane and outdated
tax system made up of an intricate jumble of statutes, case law, regulations, rulings,
and administrative procedural requirements.

Notwithstanding this veritable maze of complicated and many times inconsistent
rules that collectively comprises our tax law, this individual has a further respon-
sibility to the management and shareholders of the corporation. He or she must un-
derstand management’s business decisions and planning objectives, assess the tax
law consequences of business activities, and counsel management about the tax con-
sequences of various possible decisions. In the course of assisting management in
the formation of business decisions, the corporate tax executive must assess the
state of a very complex and uncertain tax law and must be able to provide advice
to management on appropriate ways to minimize tax liabilities.

Once those business decisions are made, he or she must implement them by su-
pervising the formation of applicable entities, creating necessary systems for captur-
ing tax-related information as it is generated from the business, and implementing
necessary procedures for the calculation and remittance of taxes, information re-
turns, and other documentation and materials necessary for compliance under the
federal tax laws. Finally, the chief tax executive must be able to explain the appro-
priateness of tax positions taken by the company, as well as its tax collection, remit-
tance, and reporting systems, to the Service upon examination.86

In short, a chief tax executive must be able to understand an incredibly complex
set of federal tax rules, advise and assist management in the formation of decisions
that result in proper minimization of taxes, implement tax collection and reporting
system for those decisions, and explain the appropriateness of those decisions and
systems in examination discussions with the Service.

B. TAX EXECUTIVE’S VITAL ROLE TO THE U.S. GOVERNMENT AS TAX ADMINISTRATOR.

Collectively, the chief tax executives of U.S. corporations play a very significant
role in the collection and remittance of federal taxes. They shoulder the ultimate
responsibility within their corporations for adequate systems to collect and remit
corporate income taxes, federal wage withholding taxes, and an array of excise
taxes. The corporate tax department is the private administrator of the U.S. income
tax.

It is estimated that corporate income tax collections in FY 1998 were $189 billion.
Individual income tax payments withheld by corporations and remitted to the Treas-
ury were approximately $375 billion, or more than 40 percent of gross individual
income tax collected. Payroll tax withheld for Social Security and unemployment in-
surance by corporations amounted to approximately $315 billion, or 61 percent of
payroll taxes collected. Corporations accounted for the bulk of the $76 billion in ex-
cise and customs duties collected. In sum, of the $1.7 trillion in tax revenue col-
lected by the Federal government in FY 1998, corporations either remitted directly
or withheld and remitted more than 50 percent, vastly reducing the compliance bur-
den on the Service and individuals.

In addition to direct tax payments and withholding, corporations also provide in-
formation returns to the Service on payments made to employees, contractors, sup-
pliers, and investors. In 1998 more than one billion information returns were filed
by U.S. businesses with the Service, accounting for income and transactions exceed-

86 Large corporations are enrolled in the Service’s coordinated examination program (CEP)
and generally are under continuous audit by the Service to assure the appropriateness of tax
return positions taken by those corporations.
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ing $18 trillion.87 In addition to providing this information to the Service, U.S. busi-
nesses also provide this information (as required) to affected taxpayers to assist
them in meeting their tax filing obligations.®® Corporations provided the vast major-
ity of these information returns.

Without the help of corporate tax departments, collection and other administra-
tive costs to the government would be significantly higher and rates of compliance
significantly lower.

C. CHALLENGES AND BURDENS PRESENTED BY TAX LAW COMPLEXITY.

1. In general: burdens and costs.

The extreme complexity of the U.S. tax law is especially burdensome for corporate
taxpayers. Confronted by a jumble of statutes, case law, and administrative rulings
and notices, the tax executives of a corporation often must take into account a veri-
table library full of materials in determining the appropriate tax treatment of a spe-
cific transaction.

There are 3,052 pages of statutory language in the Internal Revenue Code (1994
ed.), and 11,368 pages of Treasury regulations contained in Title 26 of the Code of
Federal Regulations. (Additionally, the Treasury Department has a substantial
backlog of unfinished guidance projects designed to assist in the clarification of
these complex rules (see list contained in Appendix F)). Further, there are thou-
sands of pages of Revenue Rulings, Revenue Procedures, Notices, private letter rul-
ings, technical advice memoranda, field service memoranda, and other administra-
tive materials potentially relevant to the determination of the appropriate tax treat-
ment of a particular transaction. More than 9,300 Tax Court cases have been de-
cided since 1949, and thousands of additional court precedents exist in tax cases de-
cided by the U.S. District Courts, the U.S. Courts of Appeals, the Court of Claims,
and the U.S. Supreme Court. Further, there are about 50 international tax treaties
and various other agreements that may be applicable to the U.S. tax treatment of
specific international transactions.

Research has found that the compliance costs of the corporate income tax result-
ing from this complexity are significant. In 1992, Professor Joel Slemrod of the Uni-
versity of Michigan surveyed firms in the Fortune 500 and found an average compli-
ance cost of $2.11 million, or more than $1 billion for the entire Fortune 500.89 The
cost for a sample of 1,329 large firms was more than $2 billion in the aggregate.
About 70 percent of this cost is estimated to be attributable to the federal tax sys-
tem, with the remaining 30 percent attributable to State and local income taxes.
These estimates exclude the costs of complying with payroll, property, excise, with-
holding, and other taxes.

The firms surveyed by Professor Slemrod generally were among the largest 5,000
U.S. companies. He found that compliance costs are largest for the biggest firms,
but relative to firm payroll, assets, or sales, they are proportionately larger for the
smaller firms in this sample.

The specific sources of the complexity of the U.S. tax law are many. In Professor
Slemrod’s survey, respondents were asked to identify the aspects of the tax law that
were most responsible for the cost of compliance. Three aspects cited most often
were the depreciation rules, the alternative minimum tax, and the uniform capital-
ization rules.

The depreciation and uniform capitalization rules are examples of the complexity
created through differences between financial statement income and taxable income.
The U.S. tax accounting rules deviate significantly from financial accounting rules,
requiring substantial modifications to financial statement income in order to com-

87Not all dollar amounts reported on information returns are included in income. For exam-
ple, the 1099-B reports the gross proceeds from the sale of certain investments. Only the gain
from the sale of these investments is included in gross income.

88 These information returns include Form W-2 (Wage and Tax Statement), Form W-2G (Cer-
tain Gambling Winnings), Form 1099-DIV (Dividends and Distributions), Form 1099-INT (In-
terest Income), Form 1099-MISC (Miscellaneous Income), Form 1099-OID (Original Issue Dis-
count), Form 1099-R (Distributions from Pensions, Annuities, etc.), Form 1099-B (Proceeds
from Broker and Barter exchange Transactions), Form 5498 (Individual Retirement Arrange-
ment Contribution Information), Form 1099-A, Acquisition or Abandonment of Secured Prop-
erty, Form 1098 (Mortgage Interest Statement), Form 1099-S (Proceeds from Real Estate Trans-
actions), Form 1099C (relating to forgiven debt), Form 5498-MSA (Medical Savings Account In-
formation), Form 1099-MSA (Distributions from Medical Savings Accounts), Form 1099-LTC
(Long-Term Care and Accelerated Death Benefits), and Form 1098-E (Student Loan Interest
Statement).

89Joel B. Slemrod and Marsha Blumenthal, “The Income Tax Compliance Cost of Big Busi-
ness,” Public Finance Quarterly, October 1996, v. 24, no. 4, pp. 411-438.
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pute taxable income. This is in contrast to the tax laws of other countries, such as
Japan, where there is much greater conformity between book income and taxable
income. The depreciation and uniform capitalization rules also are examples of
areas that have become more burdensome in recent years, with changes enacted
with the Tax Reform Act of 1986 serving to increase the complexity.

The other area most frequently cited by the survey respondents, the alternative
minimum tax, adds yet another layer of complexity. After making all the adjust-
ments from financial statement income required in computing regular taxable in-
come, the taxpayer then must compute alternative minimum taxable income. The
computation of alternative minimum taxable income requires an extensive series of
adjustments to regular taxable income, including adjustments to reflect different de-
preciation rules (which already is an area of particular complexity under the regular
income tax). It is not just alternative minimum taxpayers that must make these
computations; all these computations must be made in order for the taxpayer to de-
termine whether it is subject to the alternative minimum tax. Moreover, like the de-
preciation and uniform capitalization rules, the alternative minimum tax rules were
made significantly more burdensome by the 1986 Act changes.9°

2. Complexity in international transactions.

For a corporate taxpayer with foreign operations or foreign-source income, compli-
ance with complicated rules noted above is just the beginning. These taxpayers are
subject to a set of detailed rules with respect to the U.S. tax treatment of the tax-
payer’s foreign income. The United States taxes domestic corporations on their
worldwide income. The international tax rules—both specific provisions and the
body of rules in general—were another area of complexity cited by many of the re-
spondents in Professor Slemrod’s study.

U.S. taxpayers must calculate separately domestic-source and foreign-source in-
come. To do so, they must allocate and apportion all expenses between domestic and
foreign sources. In addition, the foreign tax credit rules apply separately to nine dif-
ferent categories or “baskets” of income.®! Accordingly, U.S. taxpayers must cal-
culate foreign-and domestic-source income—and allocate and apportion expenses to
such income—separately for each basket. All these computations then must be done
again under the alternative minimum tax rules.

U.S. taxpayers with foreign subsidiaries must report currently for U.S. tax pur-
poses certain types of the foreign subsidiaries’ income, even though that income is
not distributed currently to the U.S. parent. In addition to the complicated rules
that must be applied to determine the portion of the subsidiaries’ income that is
subject to current inclusion, U.S. tax accounting rules must be applied to determine
the foreign subsidiaries’ earnings and profits (which may require a translation first
from local GAAP to U.S. GAAP and then from U.S. GAAP to U.S. tax accounting
principles). The U.S. parent also must include with its U.S. tax return detailed in-
formation with respect to each foreign subsidiary.92

Of course, a U.S. taxpayer with foreign operations is subject not just to the U.S.
tax rules but also to the tax rules of the country where the operations are located.
For many U.S. multinational corporations, this means that the corporation will be
responsible for compliance with the tax laws of numerous jurisdictions around the
world. The results of each operation must be reported both for local tax purposes
and for U.S. tax purposes, under rules that may reflect significant differences in
terms of both characterization and timing. Layered on top of the local and U.S. tax
rules are the provisions of an applicable income tax treaty between the two coun-
tries. The treaty provisions have the effect of modifying the impact of the internal
rules of the particular countries. Application of the treaty requires understanding
of the provisions of the treaty itself as well as any understandings or protocols asso-
ciated with the treaty and the Treasury Department’s detailed technical explanation
of the treaty.

One specific example of the tax law complexities and commensurate responsibil-
ities confronting a chief tax executive of a large U.S.-based multinational corpora-
tion is the planning and analysis necessary to implement an internal restructuring

90 Respondents in Professor Slemrod’s survey, supra n. 89, cited alternative minimum tax, uni-
form capitalization, and depreciation as among the 1986 Act provisions that most contributed
to increasing the complexity of the U.S. tax system.

91The rules currently create additional income baskets for dividends from each foreign cor-
poration in which the taxpayer owns a 10-percent voting interest but which is not a controlled
foreign corporation. Although the Taxpayer Relief Act of 1997 included a provision eliminating
these additional baskets, that provision will not be effective until 2003. (A Treasury budget pro-
posal would accelerate this elimination.)

92 Provisions enacted with the 1997 Act require similar reporting with respect to foreign part-
nerships in which the U.S. taxpayer has an interest.
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of a line of business within the company. An internal restructuring of a particular
business unit within a corporate structure may be desired by management to build
efficiencies in the overall business, to prepare for an acquisition of a related line
of business, or to prepare for a disposition of a line of business. In any event, the
chief tax executive must research and analyze dozens of discrete tax issues in the
implementation of this management decision, including the choice of appropriate en-
tity (e.g., partnership, corporation, or single member LLC), place of organization (in-
volving State tax or international tax issues), possible carryover of tax attributes
(e.g., accounting methods and periods, earnings and profits, and capital and net op-
erating losses), consideration of new tax elections, and consideration of the applica-
tion of complex consolidated tax return regulations. Moreover, if the internal re-
structuring impacts any foreign operations of the company, the chief tax executive
also must research and analyze all the foreign tax implications of the restructuring.
The foreign tax treatment of the internal restructuring—and of any alternative ap-
proaches to accomplishing the business objectives—may be very different than the
U.S. tax treatment of the same transaction or transactions.

D. RESPONSIBILITY OF THE CORPORATE TAX EXECUTIVE TO SHAREHOLDERS.

Corporate executives have a fiduciary duty to increase the value of a corporation
for the benefit of its shareholders. Reducing a corporation’s overall tax liability can
increase the value of a corporation’s stock. There are, however, several reasons that
corporate tax executives will avoid undertaking aggressive, tax-motivated trans-
actions.

Corporate tax executives must meet professional and company-imposed ethical
standards that preclude taking unsupported, negligent, or fraudulent tax posi-
tions.?3 Also, incurring significant tax penalties has the effect of reducing share-
holder value. If the reversal of a tax position and the cost of the penalties are not
properly provided for in a company’s financial statements, a restatement of those
financial statements may be required, which could be devastating to a corporation’s
stock value. Financial accounting standards require that all material tax positions
which are contingent as to their outcome must be specifically disclosed to sharehold-
ers. Also, with most corporations focused on preserving and enhancing their brands,
corporate tax executives are careful not to recommend a transaction to management
that later might be reported unfavorably in the national press as being improper.

VI. RESPONSIBILITIES OF TAX ADVISERS

This section of the testimony sets out views of the role played by accounting firms
in providing assistance to corporations on tax issues.

A. REASONS WHY CORPORATE TAX EXECUTIVES NEED ASSISTANCE.

As discussed previously, the chief tax executive of a corporation has many duties
and burdens in analyzing federal, State, and foreign tax consequences of business
decisions, implementing collection and remittance systems for a variety of federal
and State income and excise taxes, and reviewing tax return positions with Service
and State tax personnel upon examination of tax return positions. These duties re-
quire accurate analysis of very complex federal statutes, regulations, rulings, and
administrative procedures, which in turn requires keeping current on statutory, reg-
ulatory, and administrative developments as well as a burgeoning body of case law.
Also, today’s chief tax executive must have an intimate knowledge of information
technology systems designed to capture necessary tax data from business operations
and provide essential compliance and remittance functions.

Only in the smallest of corporate business contexts can one person be charged
with all these disparate responsibilities. In large corporations, even with the assist-
ance of a significant number of knowledgeable staff, the chief tax executive must
turn to outside advisers for professional assistance for a variety of consulting and
compliance needs.

93 Corporate tax executives are governed by professional conduct standards promulgated by
the American Bar Association (ABA) and the American Institute of Certified Public Accountants
(AICPA) if the corporate tax executive is a member of either of these two professions. In addi-
tion, a corporate tax executive is governed by “Circular 230” (31 C.F.R. Part 10), which provides
rules of conduct for practicing before the Service. Additionally, the existing penalty provisions
(discussed above) that apply to the corporation act as a significant deterrent to a tax exeuctive’s
recommending a transaction that might trigger penalties.
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B. ASSISTING TAX EXECUTIVES FULFILL DUTIES AS TAX ADMINISTRATORS.

The accounting profession provides invaluable assistance to the chief tax executive
in his or her role as a tax administrator charged with the collection and remittance
of a variety of federal taxes. Accounting firms provide assistance in designing and
implementing information technology systems to track data for preparation of the
company’s tax return, as well as systems for collecting, remitting, and providing ap-
propriate information returns and schedules for employee withholding and other
taxes.?4 In many instances, the chief tax executive of a corporation utilizes a mix
of systems provided by accounting firms and other service providers which are then
implemented by corporate personnel; in other instances, compliance and reporting
functions are “outsourced” in whole or in part to accounting firms by the corpora-
tion.

To the extent accounting firms assist in the tax administrator role of the chief
tax executive of a corporation, the accounting firm is subject to the commensurate
duties to provide accurate data collection, retrieval, remittance, and reporting sys-
tems. Given the sophisticated information technology systems necessary in large
corporations to comply with the complex tax laws, it is fair to say that the account-
ing profession’s involvement substantially enhances corporate tax compliance and
augments Service tax administration.

C. ASSISTANCE IN ADDRESSING COMPLEX ANALYTICAL ISSUES.

The ever-changing tax law, with its lack of precision and clarity, requires a chief
tax executive to confront analytical difficulties in assessing the tax consequences of
business activities. Many of these business activities are common to many corpora-
tions and industries. For example, considerable uncertainty exists currently as to
the appropriate tax classification of a variety of expenditures made by corporations
in upgrading technological business systems.

The accounting profession can bring invaluable assistance to corporate tax execu-
tives faced with having to analyze the tax consequences of an array of business ac-
tivities where the appropriate tax analysis is not clear from the rules and proce-
dures, and where the time invested by the corporation in developing an independent
analysis of the taxation of a business activity cannot be justified given the broad
experience of professional advisors in analyzing similar situations for other corpora-
tions.%5 In such cases, the accounting firm providing analytical assistance is subject
to standards of professional responsibility.96

Also, decisions made to promote the objectives of a corporation—for example, to
expand a U.S.-based business abroad or to divest a portion of the business deemed
no longer part of the “focus” of the corporation—can result in literally hundreds of
substantive tax issues that must be researched and assessed in order to provide the
chief tax executive a degree of certainty that certain tax positions are appropriate.
Only the largest corporations have tax departments of sufficient size and personnel
specialization to afford the company the ability to perform this necessary analysis
internally. In many cases, the accounting profession provides essential assistance to
corporations in fulfilling these analytical responsibilities.

D. ASSISTANCE IN PRUDENT TAX PLANNING.

Corporate executives have fiduciary duties to shareholders to consider the tax re-
sults of various potential business decisions and appropriately to minimize the tax
impact of business operations. Accordingly, in working closely with management,
the chief tax executive of a corporation must offer proactive assistance in structur-
ing business decisions to meet planning objectives while prudently minimizing tax
consequences.

As one simple example, a company may feel that the product manufactured by
a particular subsidiary no longer promotes the business objectives of the corpora-
tion. The value of the subsidiary exceeds the tax basis in its assets, and if the sub-
sidiary were sold a large capital gain would be realized and recognized by the cor-
poration. A prudent tax professional would recommend to management that, as part

94 Payroll service firms and other service providers also can provide corporations with assist-
ance in tax administrative functions.

95 Law firms provide legal advice with respect to tax analytical and planning issues. These
comments are focused on the role of accounting firms.

9%6The AICPA’s “Statements on Responsibilities in Tax Practice” (1988 Rev.) consist of advi-
sory opinions that provide conduct guidelines to practicing CPAs. The statements (cited as
“SRTPs”) cover a number of common situations that the practicing CPA deals with on a regular
basis. Most importantly, SRTP No. 1 provides guidelines for taking tax return positions.
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of its overall business decision making process regarding the subsidiary, a tax-free
reorganization be considered, possibly a spin-off of the subsidiary to the corpora-
tion’s shareholders for a valid business purpose (the fit and focus of the remaining
group) while preserving the most value of the subsidiary to those shareholders. The
chief tax executive of a corporation would be remiss if he or she did not focus man-
agement on the tax implications of this potential decision and actively explore alter-
native business structures to fulfill management objectives.97

Accounting firms provide professional consulting services to the chief tax execu-
tive as various planning ideas are reviewed and analyzed to determine the most ad-
vantageous method for implementing business objectives from a tax standpoint.
Such planning assistance is necessary for most corporations that do not have suffi-
cient internal resources to review and understand the vast number of issues in-
volved in assessing the best structure or optimal course of action necessary to fulfill
corporate objectives in the most tax-efficient manner.

In some areas of business planning, many corporations may share similar objec-
tives. For example, many corporations across various industries recently have been
investigating mergers to obtain essential business economies of scale. Accordingly,
accounting firms have developed specialty expertise in many complex and sophisti-
cated issues relating to the taxation of merger and acquisition activity. These firms
thus can advise corporate executives in an efficient manner on merger and acquisi-
tion issues without forcing the executives to “reinvent the wheel” by devoting a sig-
nificant amount of time and resources to obtaining solutions that accounting firms
have more readily available because of specialization and experience. Also, to the
extent that the contemplated transaction would result in potential foreign tax law
consequences, the fact that large accounting firms have personnel or affiliated firms
in multiple world-wide locations means that they can provide efficient services to
the chief corporate executive of a U.S.-based multinational corporation.

VII. CONCLUSION

We respectfully urge Congress to reject the Administration’s broad proposals re-
lating to “corporate tax shelters.” As discussed above, the proposals could affect
many legitimate business transactions, further hamstringing corporate tax execu-
tives seeking to navigate the maze of federal, State, and international tax laws ap-
plicable to corporations. Congress already has provided Treasury with ample admin-
istrative tools—some of which Treasury has not yet self-activated—to address situa-
tions of perceived abuse. There is no demonstrated need at this time to expand
these tools, particularly in such a way that would give the Service’s revenue agents
nearly carte blanche authority to “deny tax benefits.” Instead, where specific areas
of concern are identified, Congress and the Treasury should work together—as they
have done in the past—to enact legislation targeting such cases.

Chairman ARCHER. Thank you, Mr. Kies. Let me reiterate that
your printed statement will be inserted in the record, without ob-
jection, in its entirety.

Mr. Weinberger, if you will identify yourself, you may proceed.

STATEMENT OF MARK A. WEINBERGER, PRINCIPAL,
WASHINGTON COUNSEL, P.C.

Mr. WEINBERGER. Thank you, Mr. Chairman. My name is Mark
Weinberger. I am a partner with Washington Counsel, a law firm
here in Washington.

971t is pertinent to note that the tax law allows taxpayers to select among a variety of struc-
tures and forms to accomplish business objectives, some of those decisions resulting in lower ul-
timate tax liability than other decisions. This deliberation and choice for taxpayers should be
considered a normal part of the income tax system, and should not be inhibited or penalized.
For example, the staff of the Joint Committee on Taxation does not consider choosing doing
business in partnership form (subject to a single level of tax on operations) instead of doing busi-
ness in corporate form (subject to taxation at the corporate and shareholder levels) a tax expend-
iture, or exception to normal tax rules. See, Joint Committee on Taxation, Estimates of Federal
Tax Expenditures For Fiscal Years 1999-2003 (JCS-7-98), December 14, 1998, p. 6.
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I appreciate this opportunity to testify today on the administra-
tion’s revenue proposals, specifically those relating to corporate tax
shelters. I understand and appreciate the concern that motivated
the administration to put forward the corporate tax shelter propos-
als. To the extent taxpayers are entering into transactions that are
not sanctioned under applicable law, those taxpayers extract a cost
that is borne by all taxpayers, both individuals and corporations,
and may undermine the foundation of our voluntary tax system.

However, in my opinion, the administration’s corporate tax shel-
ter proposals are unnecessary, and certainly premature, exceed-
ingly vague and far-reaching, and appear to create an unprece-
dented transfer of power to the executive branch, and specifically
IRS revenue agents.

I would like to make seven short observations.

First, the rhetorical and anecdotal press accounts that have sur-
faced surrounding tax shelters suggests the corporate tax base is
rapidly eroding and is in imminent danger of imploding. While the
perception of a problem is in itself a problem, and therefore re-
quires attention, the evidence simply does not suggest the entire
corporate tax base is at risk.

Corporate tax receipts have risen for the last 9 years, and are
projected to increase in the coming years. Moreover, the adminis-
tration’s own estimates of the savings its proposals are projected to
achieve are modest, less than 0.2 percent of the total projected tax
receipts over the next 5 years.

Second, the administration’s proposals are sweeping separately
and collectively. The subjective nature of the definitions will create
significant uncertainty and lead to widely disparate treatment of
similarly situated taxpayers. They impose new taxes on seemingly
legitimate and ordinary business transactions, something I am sure
this Committee is not intent on doing.

Third, the proposal represents an unprecedented delegation of
power to the executive branch and IRS revenue agents to override
laws enacted by Congress, and to institute new laws by administra-
tive fiat. The Super section 269 proposal would give the executive
branch authority to disregard its own regulations and the laws
duly enacted by this Congress when the Secretary does not like the
results. The rules would clearly diminish congressional prerogative.
An interesting question would be, how many of the revenue raisers
previously rejected by this Committee or accepted, but in alter-
native form, would have been unnecessary to even submit to Con-
gress for consideration if these rules were in place?

Fourth, while the expanded authority would technically vest with
the Secretary, it will be exercised by the IRS agents all around the
country. Such power can be abused by agents and used to threaten
taxpayers to settle unrelated tax issues that arise in annual audits.
This is a one-way street that can only be used to the taxpayers’
detriment. It is contrary to the steps this Committee and Congress
took last year in enacting the IRS Restructuring and Reform Act.

Fifth, Congress must act judiciously. Once such power is trans-
ferred to the executive branch, it would be very hard for Congress
to reclaim it. Any attempt by Congress to reverse such action
would be scored as a revenue loser under current scoring conven-



134

tions. Some of the issues raised by the alternative minimum tax
discussion earlier would also exist here.

Sixth, the executive branch already has considerable tools at its
disposal to address tax-abusive transactions. The IRS has been ag-
gressive and often successful in attacking transactions through
exam and litigation, and has stepped up the issuances of notices
and regulations to address what it perceives as abuses. In addition,
this Committee addressed legislatively situations brought to its at-
tention by Treasury when it deemed proper.

Importantly, as recently as in 1997, this Committee and ulti-
mately Congress, passed a law expanding the definition of what
qualifies as a tax shelter for purposes of reporting requirements
and the substantial understatement penalty provisions. Treasury,
in asking for this proposal, explained that the provision would help
the IRS get information about deals in a timely manner so that it
could audit and take appropriate action. Treasury has not even im-
plemented this provision yet, and the administration is asking for
more power, broader authority, and more punitive weapons.

Seventh, if the current rules are inadequate, the Committee
should review them and their effect before adding another layer of
penalties and rules on top of the existing system. This only creates
more complexity and potential pitfalls for taxpayers. It goes in the
exact opposite direction of the IRS Restructuring and Reform bill’s
mandated study to review penalty and interest rules with an eye
toward simplifying penalty and interest administration and reduc-
ing taxpayer burden.

In conclusion, Mr. Chairman, as I said at the outset, I under-
stand and appreciate the concern that motivated the administra-
tion to put forward the proposals being discussed. I am eager to
work with the Committee Members and staff, along with Treasury,
to address the many imperfections in our tax system. With all due
respect, I think a more appropriate approach to deal with the prob-
lems the administration raised would be to more thoroughly evalu-
ate the scope of the problem, and analyze the effectiveness of the
tools the IRS already has in its exposure, including those that have
been enacted but have not yet been utilized. Only when the nec-
essary tools are proved wanting should the Committee provide ad-
ditional tools. Even then, such provisions should be narrowly craft-

I will be happy to answer any questions the Committee has at
the appropriate time. Thank you.
[The prepared statement follows:]

Statement of Mark A. Weinberger, Principal, Washington Counsel, P.C.

MR. CHAIRMAN and Members of the Committee, I appreciate this opportunity
to testify today on certain of the Administration’s revenue raising proposals address-
ing so-called “corporate tax shelters.” While my written testimony discusses the “tax
shelter proposals,” I will be happy to answer questions regarding other provisions
in the President’s FY2000 Budget that I am familier with. I am appearing today
on behalf of a number of companies who share your objective of a tax system that
is fair, easy to understand and administer, and does not undermine the ability of
business to create jobs at home and compete in our global economy. However, the
testimony I am submitting today represents my own views and may not reflect the
view of each company.

The unifying theme of the companies I represent is a desire to work with Con-
gress, and the Treasury Department, to ensure that we have a fair and administra-
ble tax system from both the taxpayer’s and the government’s perspective. To the
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extent that taxpayers are entering into transactions that are not sanctioned under
the applicable law, those taxpayers extract a cost that is born by all other tax-
payers—both individuals and corporations, and may undermine the foundation of
our voluntary tax system. We are concerned, however, that several of the current
corporate tax shelter proposals in the President’s FY2000 budget are unnecessary
and certainly premature, exceedingly vague and far reaching, and appear to create
an unprecedented transfer of power to the Executive Branch and specifically IRS
revenue agents. As a result, we believe they can cause problems in policy and prac-
tice. We would like to offer our support, however, in working with your staff, and
with the Administration, in addressing the many imperfections that plague our com-
plex and burdensome tax system.

It is difficult to address in detail the Administration’s corporate tax shelter pro-
posals because they have not yet been drafted, the Administration has not yet re-
leased statutory language nor its promised “White Paper,” and because the propos-
als are a radical departure from historic norms of income taxation. Nonetheless, as
you review the Administration’s proposals, we urge you to consider two significant
points:

« First, any legislative action should be commensurate with the problem, if and
when articulated.

e Second, any legislative action should not create unintended adverse con-
sequences that outweigh any expected benefits.

I. OVERVIEW OF THE ADMINISTRATION’S PROPOSALS

The Administration has proposed several general provisions aimed at curbing cor-
porate tax shelters, as well as a number of specific provisions intended to attack
the results of particular transactions. Following is a brief overview of the general
provisions.

A. The Administration Has Proposed Broad Definitions of Corporate Tax Shelters

The Administration’s Budget suggests that “corporate tax shelters” may take sev-
eral forms but often share common characteristics, including (i) marketing by pro-
moters to multiple corporate taxpayers, (il) arranging transactions between cor-
porate taxpayers and persons not subject to U.S. tax, (iii) high transaction costs, (iv)
contingent or refundable fees, (v) unwind clauses, (vi) financial accounting treat-
ment that is significantly more favorable than the corresponding tax treatment, and
(vii) property or transactions unrelated to the corporate taxpayer’s core business.
These factors are incorporated into four broad definitions included in the Adminis-
tration’s proposals that potentially could extend to a broad sweep of corporate trans-
actions not ordinarily considered inappropriate.!

1. A corporate tax shelter would be defined as any entity, plan or arrangement
(to be determined based on all facts and circumstances) in which a direct or indirect
corporate participant attempts to obtain a tax benefit in a tax avoidance trans-
action.

2. A tax benefit would be defined to include a reduction, exclusion, avoidance or
deferral of tax, or an increase in a refund, but would not include a tax benefit clear-
ly contemplated by the applicable provision (taking into account the congressional
purpose for such provision and the interaction of such provision with other provi-
sions of the Code).

3. A tax avoidance transaction would be defined as any transaction in which the
reasonably expected pre-tax profit (determined on a present value basis, after taking
into account foreign taxes as expenses and transaction costs) of the transaction is
insignificant relative to the reasonably expected net tax benefits (i.e., tax benefits
in excess of the tax liability arising from the transaction, determined on a present
value basis) of such transaction. In addition, a tax avoidance transaction would be
defined to cover certain transactions involving the improper elimination or signifi-
cant reduction of tax on economic income (emphasis added).

4. A tax indifferent party would be defined as a foreign person, a Native American
tribal organization, a tax-exempt organization, and domestic corporations with ex-
piring loss or credit carryforwards. For purposes of this definition, loss and credit
carryforwards would generally be treated as expiring if the carryforward is more
than 3 years old.

1Even the Treasury Department has acknowledged that its proposed definitions may uninten-
tionally target “good transactions.” Bureau of National Affairs, Daily Tax Report G-3 (March
5, 1999).
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B. Summary Description of the Administration’s Proposals

1. Modify Substantial Understatement Penalty for Corporate Tax Shelters.—This
proposal would increase the substantial understatement penalty applicable to cor-
porate taxpayers for any item attributable to a “corporate tax shelter” from 20 per-
cent to 40 percent of the tax associated with the understatement. In addition, the
reasonable cause exception would be eliminated for any item attributable to a cor-
porate tax shelter. The penalty could be reduced to 20 percent if the corporate tax-
payer (i) discloses the transaction to the IRS and files copies of the transaction docu-
ments within 30 days of the transaction’s closing, (ii) files a statement with its tax
return verifying that such disclosure has been made and (iii) provides adequate dis-
closure on its tax returns as to the book/tax differences resulting from the corporate
tax shelter item for the taxable years in which the tax shelter transaction applies.

2. Deny Certain Tax Benefits to Persons Avoiding Income Tax as a Result of Tax
Avoidance Transactions.—This “Super Section 269” proposal would expand the scope
of the government’s existing authority to disallow certain benefits when certain ac-
quisitions are undertaken for the principal purpose of evading or avoiding federal
income tax by securing the benefit of a deduction, credit or allowance. As proposed,
Section 269 would be expanded to allow the government to disallow any deduction,
credit, exclusion or other allowance obtained in a “tax avoidance transaction.” 2

3. Deny Deductions for Certain Tax Advice and Impose an Excise Tax on Certain
Fees Received.—This proposal would deny a deduction to a corporate taxpayer that
participates in a “tax avoidance transaction” for fees paid or incurred in connection
with the purchase and implementation of “corporate tax shelters” and the rendering
of tax advice related to “corporate tax shelters.” In addition, the proposal would im-
pose a 25 percent excise tax on the receipt of such fees.

4. Impose Excise Tax on Certain Rescission Provisions and Provisions Guarantee-
ing Tax Benefits.—This proposal would impose a 25 percent excise tax on the maxi-
mum payment under a “tax benefit protection arrangement” entered into in connec-
tion with the purchase of a “corporate tax shelter” by a corporate taxpayer. The Ad-
ministration would define a “tax benefit protection arrangement” to include a rescis-
sion clause, guarantee of tax benefits arrangement or any other arrangement that
has the same economic effect (e.g., insurance purchased with respect to the trans-
action).

5. Preclude Taxpayers from Taking Tax Positions Inconsistent with the Form of
Their Transactions.—This proposal would prohibit a corporate taxpayer from taking
any position (on any return or refund claim) that the federal income tax treatment
of a transaction is different from that dictated by its form if a “tax indifferent party”
has a direct or indirect interest in the transaction. This rule would not apply if (i)
the taxpayer discloses the inconsistent position on a timely filed original federal in-
come tax return for the taxable year in which the transaction is entered into, (ii)
if reporting the substance of the transaction more clearly reflects the income of the
taxpayer (but only to the extent allowed by regulations), or (iii) to certain trans-
actions identified in regulations, such as publicly available securities lending and
sale-repurchase transactions.

6. Tax Income from Corporate Tax Shelters Involving Tax-Indifferent Parties.—
This proposal would provide that any income allocable to a “tax indifferent party”
with respect to a “corporate tax shelter” is taxable to such party, regardless of any
statutory, regulatory or treaty exclusion or exception. Moreover, all other taxpayers
involved in the “corporate tax shelter” would be jointly and severally liable for the
tax.

II. THE FIRST OBJECTIVE SHOULD BE TO ASSESS CAUSES AND THE SEVERITY OF “THE
PROBLEM” AND ENSURE ANY REMEDIES DO NOT RiSK CAUSING MORE HARM THAN
GOoOD.

The rhetoric, and anecdotal press accounts, that have surfaced surrounding “tax
shelters” suggest that the corporate tax base is rapidly eroding and in imminent
danger of imploding. In his testimony before this Committee last month, Treasury
Secretary Rubin stated that the targeted transactions “not only erode the corporate
tax base, they also breed disrespect for the tax system both by people who partici-
pate in the corporate tax shelter market and by others who perceive corporate tax
shelter users as paying less than their fair share of tax.”3 While the perception of

2 All Section references are to Sections of the Internal Revenue Code of 1986, as amended (the
“Code”).

3 Hearing on the President’s Fiscal Year 2000 Budget Before the House Committee on Ways
and Means, 106 Cong. (1999) (statement by the Honorable Robert E. Rubin, Secretary U.S. De-
partment of the Treasury).
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a problem is in itself a problem and therefore, requires attention, the data we have
revievkve4d simply does not support the claims that the entire corporate tax base is
at risk.

These statistics indicate that, despite the Administration’s belief that certain
transactions are contributing to the erosion of the corporate tax base, corporate tax-
payers in the United States have paid more money to the federal government for
each of the past nine years, and that the percentage of corporate income tax receipts
as compared to both total federal receipts and gross domestic product has remained
steady over the past decade.5 Indeed, the Administration’s own revenue estimates
suggest that the scope of the problem is limited.®

One of the reasons cited by government agencies and officials for surpluses higher
than expected over the past couple years, and in the future, is a stronger than ex-
pected economy resulting in higher than expected profits and in turn taxable reve-
nue. U.S. businesses have become more efficient in their business operations and
have been able to raise capital to effectively compete in the global market place.

Corporate Income Tax Receipts

Copporaielcome | ot Receipis | Pepeentof | Perentof
FY1989 $103,291,000 $991,190,000 10.4% 1.9%
FY1990 ... $93,507,000 |  $1,031,969,000 9.1% 1.6%
FY1991 ... $98,086,000 |  $1,055,041,000 9.3% 1.7%
FY1992 ... $100,270,000 | $1,091,279,000 9.2% 1.6%
FY1993 ... $117,520,000 |  $1,154,401,000 10.2% 1.8%
FY1994 ... $140,385,000 |  $1,258,627,000 11.2% 2.1%
FY1995 ... $157,004,000 |  $1,351,830,000 11.6% 2.2%
FY1996 $171,824,000 |  $1,453,062,000 11.8% 2.3%
FY1997 $182,293,000 |  $1,579,292,000 11.5% 2.3%
FY1998 $188,677,000 |  $1,721,798,000 11.0% 2.2%

However, the Congressional Budget Office (CBO) notes that “corporate profits are
beginning to be squeezed by higher labor costs and the inability of firms to raise
prices in the face of strong opposition from home and abroad.”” CBO also notes that
corporate profits will decline primarily because of a projected increase in GDP share
devoted to depreciation.® CBO predicts that some decline in corporate profits from
recent levels is “inevitable” because of the sensitivity of corporate profits to
business-cycle fluctuations.® In an era of projected budget surpluses, the size of
which is due in part to increased corporate profits and taxes thereon, the Congress
should think seriously before enacting proposals that would restrict the ability of
corporate taxpayers to operate efficiently and respond to changing market condi-
tions.10 This is especially true when CBO is predicting increased pressures on future
corporate profits.

Accordingly, the Committee should not let anecdotal evidence and targeted press
accounts attacking various transactions lead to enacting hastily contrived legislation
that remains vague and over reaching. The threshold for enacting legislation in the
area remains high. In my view, tax shelters do not threaten the entire corporate
tax base. Accordingly, responses to the problem, when appropriately articulated,
should not be left vague and far reaching in a way that threatens the ability of U.S.

4The following table is compiled from data set forth in Office of Management and Budget,
Historical Tables, Budget of the United States Government, Fiscal Year 2000 (February 1999).

5Moreover, the Administration’s estimates for the next five years indicate that this trend will
continue, with corporate income taxes as a percentage of gross domestic product remaining at
approxamately 2.1 percent for each of those years and annual corporate payments continuing
to trend up.

6 The Administration estimates that the six proposals outlined above would increase revenues
by $1.76 billion over five years—less than 0.2% of total projected corporate tax receipts over that
period. Of this amount, % 830 million relates to the proposal to tax income attributable to tax
indifferent parties.

7CBO, Economic and Budget Outlook, Fiscal Year 2000-2009, January 1999, p. 24.

81bid, p. 27.

9 Tbid.

10This comment refers to the potential stifling effect the tax shelter proposals may have on
legitimate corporate transactions as well as several other proposals in the President’s FY2000
budget aimed at making it more difficult for taxpayers to efficiently restructure and raise capital
(e.g., tax increase proposals listed in sections entitled “Financial Products” and “Corporate Provi-
sions” in the General Explanation of the Administration’s Revenue Proposals, (February 1999)).
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businesses to operate efficiently and, ultimately, corporate profits and the Federal
revenues they generate.

III. TREASURY HAS SEVERAL EXISTING TOOLS TO COMBAT ITS PERCEIVED PROBLEM
WHICH SHOULD BE EVALUATED BEFORE PILING ON NEW ONES.

Much of the rhetoric relating to the Administration’s proposals suggests that the
government needs the tools proposed therein because it is not aware of transactions
and tax planning arrangements which it might deem inappropriate. That is why the
Administration proposed numerous specific provisions to attack transactions that it
does not like, plus the general provisions in case there are others which they have
not yet found.

The IRS has several old and some new tools at its disposal to deal with the issue.
Before enacting new proposals, existing proposals should be carefully and thor-
oughly reviewed. If they do not work or are inadequate perhaps they should be re-
pealed and replaced with new ones. However, adding another layer of penalties and
rules to overlay existing ones merely creates more complexity and potential pitfalls
for taxpayers. It goes in the exact opposite direction of the intent of the study au-
thorized as part of the Internal Revenue Service Restructuring and Reform Act of
1998 (IRS Reform Act) which requires a study reviewing the “administration and
implementation by the Internal Revenue Service of interest and penalty provisions
.... and legislative or administrative recommendations....to simplify penalty or inter-
est administration and to reduce taxpayer burden.” 11

As recently as 1997, this Committee and ultimately the Congress, passed a law
that expanded the definition of what qualifies as a “tax shelter” for purposes of reg-
istering such transactions with the IRS.12 When Treasury proposed the registration
in February 1997, it explained that the provision would help get the IRS useful in-
formation about corporate deals at an early stage to help identify transactions to
audit and then take appropriate action—presumably seeking additional legislative
and regulatory action when necessary.13

The filing requirement becomes effective when Treasury Regulations are pre-
scribed. To date, such regulations have not been issued. Putting aside the many
issues to be resolved once Treasury releases its view of the expansive new definition
of corporate tax shelters, there appears to have been little effort to assess the effec-
tiveness of existing programs,'4 as modified in 1997, before compounding it with
this myriad of new proposals.

The new expansive definition of tax shelters was also carried over to Section 6662,
the substantial understatement penalty provision. Accordingly, the increased expo-
sure to the penalty, as a result of the 1997 changes, is virtually brand new and has
not been assessed.l® In this case, unlike the registration requirement discussed
above, there is no requirement that the arrangement involve a corporation, a con-
fidentiality agreement or minimum promoter fees. As a result, it is worth noting,
that under current law a corporate taxpayer can fully disclose a position on a tax
return and can have substantial authority for such position but still be subject to
penalty if the transaction is considered a tax shelter. The only way to avoid a pen-
alty is to establish reasonable cause which, by regulation, Treasury has already cir-
cumscribed so that for example, a taxpayer’s reasonable belief that it is more likely

11 See, Joint Committee on Taxation Press Release, 98-2 (December 21, 1998).

12 See Section 1028 of the Taxpayer Relief Act of 1997(adding Section 6111(d) to the Internal
Revenue Code).

13 See the U.S. Treasury Department’s General Explanations of the Administration’s Revenue
Proposals, at 81 (February 1997). According to Treasury: Many corporate tax shelters are not
registered with the IRS. Requiring registration of corporate tax shelters would result in the IRS
receiving useful information at an early date regarding various forms of tax shelter transactions
engaged in by corporate participants. This will allow the IRS to make better informed judgments
regarding the audit of corporate tax returns and to monitor whether legislation or administra-
tive action is necessary regarding the type of transactions being registered.

14 Section 6111 was added to the Code in the Tax Reform Act of 1984. In 1989, the Commis-
sioner’s task force Report on Civil Tax Penalties concluded that “[vlirtually no empirical data
exists” about the Section 6111 penalty (VI-22 and n. 29 (1989)). See also, New Tax Shelter Pen-
alties Target Most Tax Planning, Mark Ely and Evelyn Elgin, Tax Notes (December 8, 1997).

15 As suggested by the staff of the Joint Committee on Taxation in their description of the
Administration’s revenue proposals, “it may be premature to propose new measures to deal with
corporate tax shelters when provisions have already been enacted that are intended to that, but
where there has been no opportunity to evaluate the effectiveness of those already-enacted pro-
visions because they have not yet become effective because of the lack of the required guidance.”
Staff of the Joint Committee on Taxation, Description of Revenue Provisions Contained in the
President’s Fiscal year 2000 Budget Proposal, JCS—-1-99 at 165 (Feb. 22, 1999) (hereinafter the
“JCT Report”).
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than not to prevail may not be sufficient.1® The Administration would remove even
the reasonable cause escape hatch, in addition to doubling the penalty rate in cer-
tain circumstances.

Many have argued that the success of the 1997 changes to the substantial under-
statement penalty rules will turn on how artfully the term tax shelter is defined
by the Treasury Department and enforced by IRS agents. There is great concern in
the business community that the expanded definition will provide a strong incentive
for revenue agents to set up penalties as bargaining chips in negotiations. Before
considering giving these agents more authority and larger weapons, I believe it is
important to evaluate the effect of these most recent changes. It seems premature,
if not unnecessary, to be exploring the Administration’s 16 new proposals even be-
fore the most recent changes take effect.

Moreover, as a practical matter, when it does identify what it perceives as
“abuses,” the IRS has been aggressive (and often successful) in attacking those
transactions through examination and litigation. Significant cases that the govern-
ment has won in recent years include: Ford Motor Co. v. Commissioner, 102 T.C.
87 (1994), affd 71 F.3d 209 (6th Cir. 1995) (Tax Court limited a current deduction
for a settlement payment, stating that tax treatment claimed by the taxpayer would
have enabled it to profit from its tort liability); Jacobs Engineering Group, Inc. v.
United States, 97-1 USTC 87,755 (CCH 150,340) (C.D. Cal. 1997) (applying Section
956 to a transaction despite the fact that a literal reading of the regulations would
not have subjected the taxpayer to that provision); ACM Partnership v. Commis-
stoner, 73 T.C.M. (CCH) 2189 (1997), affd 157 F.3d 231 (3d Cir. 1998) (not respect-
ing a partnership’s purchase and subsequent sale of notes, stating that the trans-
action lacked economic substance); ASA Investerings Partnership v. Commissioner,
76 T.C.M. (CCH) 325 (1998) (applying an intent test to determine that a foreign par-
ticipant in a partnership was a lender, rather than a partner, for federal income
tax purposes); but see, Wolff v. Commissioner, 148 F.3d 186 (2nd Cir. 1998) (revers-
ing the Tax Court’s denial of an ordinary loss in connection with the extinguishment
of an unregulated futures contract, stating that the fact that the taxpayer selected
the cancellation method (as opposed to closing the contract by offset) does not justify
imposition of the legal “substance over form” fiction).

Likewise, the Administration regularly addresses what it perceives as “abuses”
through notices and regulations. In recent years, the Treasury Department has pro-
mulgated a number of regulations and other rules intended to stop certain so called
“inappropriate” tax planning. These include the partnership anti-abuse regula-
tions,!7 the anti-conduit financing regulations,'® the temporary regulations target-
ing the improper use of tax treaties by hybrid entities 1° and the recently proposed
regulations targeting fast-pay stock arrangements.20 Moreover, on a number of occa-
sions in recent years, the Treasury Department has issued notices to target specific
tax planning techniques, typically announcing its intention to issue regulations ad-
dressing such techniques, effective as of the date of the notice. Examples of this ap-
proach include notices attacking inversion transactions,?! fast-pay stock arrange-
ments,22 transactions involving the acquisition or generation of foreign tax credits 23
and transactions involving foreign hybrid entities.2

Under the present system, when the Treasury Department identifies a perceived
“abusive” transaction, whether through rulemaking or by way of a specific legisla-
tive proposal, this Committee and its counterpart in the Senate have not hesitated
to enact legislation to curb transactions that they perceive as inappropriate. For ex-
ample, two years ago, Mr. Chairman, you announced a proposal targeting certain
Morris Trust transactions, and, working with the Senate and the Treasury Depart-
ment, enacted a solution through the tax legislative process. Similarly, last May you
introduced legislation to eliminate certain tax benefits involving the liquidation of
a regulated investment company or real estate investment trust, and, working with
the Senate and the Treasury Department, enacted a solution effective as of the date
of your announcement. The solutions that Congress provides to the perceived prob-
lems identified by the Treasury Department are not always the solutions proposed
by the Administration, but that is merely a reflection of our system of government,

16 See Sections 6662(d)(2)(c)(ii)) and 6664(c) establishing the reasonable cause exception. See
Treas. Reg. Section 1.664-(4)(e)(3) discussing the limitation.

17Treas. Reg. §1.701-2.

18Treas. Reg. §1.881-3; Prop. Treas. Reg. §1.7701(1)-2.

19Temp. Treas. Reg. §1.894-1T.

20 Prop. Treas. Reg. §1.7701(1)-3.

21 Notice 94-46, 1994-1 C.B. 356.

22 Notice 97-21, 1997-1 C.B. 407.

23 Notice 98-5, 1998-3 I.R.B. 49.

24 Notice 98-11, 1998-6 I.R.B. 13.
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which separates the executive and legislative functions in independent branches.
Thus, the Morris Trust legislation imposes a tax at the corporate level, whereas the
Treasury Department’s original proposal would have imposed a tax at both the cor-
porate and shareholder levels.

We are not suggesting that there are no transactions which generate unantici-
pated and inappropriate tax consequences. To the contrary, these results are the in-
evitable outcome of a tax system that is too complex and burdensome. We also rec-
ognize the obvious—taxpayers and their advisors move quickly to take advantage
of perceived tax planning opportunities. However, wholesale new laws with vague
and punitive components do not further a cooperative environment for taxpayers
and the government. We believe there is a great difference between disclosure re-
quirements and punitive tax increases. The concepts should be separated.

On that note, disclosure of appropriate information to the IRS is an important ele-
ment of successful enforcement. This Committee approved enhanced disclosure of
tax shelters in the 1997 IRS Restructuring and Reform Act. This is on top of exist-
ing disclosure requirements. In this regard, we note that corporate taxpayers gen-
erally are required to reconcile their book and taxable income on the face of the cor-
porate income tax return.2> As indicated above, the Administration has suggested
that many “corporate tax shelters” involve differences between the financial ac-
counting treatment and the federal income taxation of a transaction. To the extent
that this is correct, corporate taxpayers already are required to show this difference
to the IRS. Every book-tax difference is subject to a fairly full set of IDRs, which
probably exceeds the information the IRS will get in disclosure. Because the vast
majority of large corporate taxpayers participate in the large case examination pro-
gram, in which revenue agents work at the taxpayer’s headquarters in order to con-
duct continual audits of the taxpayer’s returns, and because these agents have
ready access to the taxpayer’s corporate tax department, the IRS already has the
information it needs to identify potential “corporate tax shelters.” If this information
proves inadequate, perhaps modification of existing disclosure laws is in order.

IV. THE ADMINISTRATION IS SEEKING AN UNPRECEDENTED AND INAPPROPRIATE
DELEGATION OF POWER

To the extent that this Committee determines that legislative action is required
in this area, such action should be commensurate with the problem. Moreover, the
Committee should balance carefully the expected benefit of any legislative proposal
with the likely adverse consequences of enacting such a proposal. As discussed
below, the Administration’s proposals are not commensurate with the problem, and,
in fact, represent an unprecedented delegation of legislative authority to the Execu-
tive Branch and IRS revenue agents.

The breadth of the operative definitions for the proposals, outlined above, indi-
cates that the Treasury Department is casting a very wide net with its proposals.
The subjective nature of the definitions would create significant uncertainty as to
their applicability in many circumstances, as well as lead to the potential for widely
disparate treatment of similarly situated taxpayers. Of particular concern is the pro-
posed definition of a “tax avoidance transaction,” which requires a comparison of the
“reasonably expected pre-tax profit” and the “reasonably expected net tax benefits,”
as well as a determination of whether a transaction involves the “improper elimi-
nation or significant reduction of tax on economic income.”26 The proposed defini-
tion of a “tax benefit” suffers from similar flaws, in that it requires an evaluation
of whether a tax benefit is “clearly contemplated” by a particular Code provision
“taking into account the congressional purpose” for the provision, as well as the
“Interaction of such provision with other provisions of the Code.” The proposed defi-
nition of a “tax indifferent party,” on the other hand, would ignore congressional
purpose, allowing the IRS to tax Native American tribal organizations or tax-exempt
organizations, despite the fact that Congress has provided those categories of tax-
payers with exemptions from tax. Moreover, the latter definition would add another
kind of uncertainty for taxpayers, in that parties to a transaction could wind up
subject to deficiencies and penalties for the simple reason that they did not know

25 Internal Revenue Service Form 1120, Schedule M-1.

26Tt should be noted that this definition would encompass a number of the Administration’s
other legislative proposals, including some that the Congress has rejected out of hand. For ex-
ample, more than three years ago the Treasury Department proposed legislation that would im-
pose an average cost basis regime for securities. This proposal, which the Congress has rejected
repeatedly, would end the current practice of allowing taxpayers to determine which particular
stock to sell, when the only factor in that decision today is the amount of gain that will be sub-
ject to tax as a result. Undoubtedly, the taxpayer’s decision in such cases is tax motivated, has
no impact on expected pre-tax profits, and could lead to a “reduction of tax on economic income.”
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whether another party to the same transaction had expiring loss or credit
carryforwards. Quite simply, these sweeping definitions are a recipe for attacks on
legitimate tax planning, Executive Branch nullification of laws duly enacted by Con-
gress, and endless litigation and confrontation between taxpayers and agents.

What is particularly troubling about the unprecedented delegation of authority to
the Executive Branch and revenue agents are the proposals, such as the “Super Sec-
tion 269” proposal, which would allow the Executive Branch and revenue agents to
reverse substantive results otherwise required under particular Code provisions
based on their determination that a transaction involves the improper elimination
or reduction of tax on economic income or otherwise comes within the proposed defi-
nition of a “tax avoidance transaction.” In the real world, corporate taxpayers regu-
larly enter into transactions or arrange their affairs in such a manner as to reduce
their income taxes. The capital markets tend to reward corporations that can in-
crease financial income without increasing taxable income.

Notwithstanding these realities the “Super Section 269” proposal, as described by
the Administration, would apply to an endless number of routine transactions and
tax planning activities that no reasonable observer would consider “abusive.” As
Judge Learned Hand observed over sixty years ago:

A transaction, otherwise within an exception of the tax law, does not lose
its immunity, because it is actuated by a desire to avoid, or, if one choose,
to evade, taxation. Any one may so arrange his affairs that his taxes shall
be as low as possible; he is not bound to choose that pattern which will best
pay t}217e Treasury; there is not even a patriotic duty to increase one’s
taxes.

This basic principle would be reversed in one grand gesture if the Congress enacts
“Super Section 269.” Under that provision, taxpayers could be penalized for merely
arranging their transactions in such a manner as to obtain the lowest amount of
tax required under the Code.

To date, the breathtaking scope of this particular proposal has been defended on
two grounds. On occasion, it has been claimed that it is narrower than current law.
This seems odd—if true, however, there is no reason to enact it. The other defense
is the classic “trust me” claim—we’re from the government, we can tell the good
from the bad, and we won’t abuse our power. While perhaps well intentioned, policy
initiatives of the Treasury and National Office of the IRS are sometimes ill-advised,
and often implemented by IRS agents in ways unanticipated and unintended.
Whether it is because the laws are so complex or the agents use them as a means
to extract other concession, such broad authority is dangerous. The proposal pro-
vides too much authority to the Executive Branch and revenue agents and will be
difficult to undo once such power is transferred.

In order to fathom the Administration’s intended scope of the “Super Section 269”
proposal, we urge you to pose the following questions to the Treasury Department:

e How many of the specific proposals presented by the Administration would be
redundant if the Congress enacts the “Super Section 269” proposal?

¢ How many of the dozens of revenue raising provisions enacted by the Congress
in the past twenty years addressing transactions characterized as loopholes, tax
shelters and the like would be redundant if the Congress enacts the “Super Section
269” proposal?

¢ How many of the dozens of revenue raising provisions presented by this Admin-
istration (as well as those presented by the two prior Administrations) but that have
been rejected by the Congress would effectively become law if the Congress enacts
the “Super Section 269” proposal?

We respectfully suggest that you reject the Administration’s proposals dealing
with corporate tax shelters until they provide you with convincing and satisfactory
answers to these and similar questions.

As a substantive